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Audit Risk Alert— 2000/01
Introduction
What is the purpose of this Audit Risk Alert? What are the risks 
associated with the audit process?
This Audit Risk Alert is intended to help auditors plan their 2000 
year-end audits. Successful audits are the result of a number of fac­
tors, including the acceptance of clients with integrity; adequate 
partner involvement in planning, supervising, and performing au­
dits; an appropriate level of professional skepticism; and the allo­
cation of sufficient audit resources to high-risk areas. Addressing 
these factors in each audit engagement requires substantial profes­
sional judgment based, in part, on knowledge of professional stan­
dards and current developments in business and government.
Throughout the audit process, from the initial consideration of 
whether to accept a client to the issuance of the audit report, au­
ditors should consider overall engagement risk. According to the 
AICPA’s Professional Issues Task Force (PITF) Practice Alert 94- 
3, Acceptance and Continuance o f Audit Clients,1 engagement risk 
consists of the following three components:
1. Client’s business risk—The risk associated with the entity’s 
survival and profitability
2. Audit risk—The risk that the auditor may unknowingly 
fail to appropriately modify his or her opinion on financial 
statements that are materially misstated
3. Auditors business risk—The risk of potential litigation costs 
from an alleged audit failure and the risk of other costs 
(whether an audit failure is alleged or not), such as fee real­
ization and the effect on the auditor’s reputation resulting 
from association with the client
1. See the “PITF Practice Alerts” section for further information on Practice Alerts.
1
Although this Audit Risk Alert does not provide a complete list of 
the risk factors to be considered, and the items discussed do not 
affect risk in every audit, it can be used as a planning tool for 
matters that may be significant for a specific audit. During the 
conduct of all engagements, auditors must remember that their 
paramount responsibilities are to boards of directors, sharehold­
ers, creditors, and the public. This requires the traits that are the 
hallmarks of auditors: independence, objectivity, and integrity.
Economic Environment
What are the current conditions in the U.S. economy?
Statement on Auditing Standards (SAS) No. 22, Planning and Su­
pervision (AICPA, Professional Standards, vol. 1, AU sec. 311), 
among other matters, points out some of the important considera­
tions that should be addressed in the planning phase of the audit. 
One of those considerations is the need for auditors to understand 
the economic conditions affecting the industry2 in which the client 
operates. Economic activity relating to such factors as interest rates, 
consumer confidence, overall economic expansion or contraction, 
inflation, and the labor market, are likely to have an impact on the 
entity being audited. That impact may range from subtle to pro­
found. From the auditor's perspective the economic environment 
in which an entity operates may affect the consideration of matters 
that include an entity’s ability to continue as a going concern, fi­
nancial statement fraud, accounting estimates, analytical proce­
dures, and internal control. With that said, let’s take a look at a 
snapshot of domestic economic activity during 2000.
Once again, the U.S. economy put in an impressive performance. 
The current economic expansion, the longest in the nations his­
tory, maintained strong momentum in the first half o f  2000, con­
tinuing the rapid rate of growth that prevailed during the second 
half of 1999. This despite concerns over the potential negative
2. Industry-specific economic conditions are discussed in the various AICPA industry 
Audit Risk Alerts. See “On the Bookshelf” in the “Resource Central” section of this 
Alert for further information.
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impact of the year 2000 bug, which proved to be unfounded be­
cause major disruptions did not materialize. Overall, 2000 has 
been characterized by vigorous consumer spending; surging capi­
tal investment in new, cost-saving technologies; rising levels of 
worker productivity; and historically low rates of unemployment.
There were, however, some signs suggesting that a moderation in 
economic growth may be on the horizon. For instance, inflation, 
though still moderate, increased over 1999 levels. This increase 
was largely attributable to the higher costs associated with im­
ported crude oil. Interest rates were also on the rise, driven by the 
Federal Reserve Bank’s anti-inflation strategy that raised the 
overnight federal funds rate almost two percentage points over 
1999. The stock market reached new highs— the Dow Jones In­
dustrial Average (DJLA) climbed to 11,500 and the National Asso­
ciation of Securities Dealers Automated Quotation (NASDAQ), 
to 5,000. However, both indexes experienced precipitous declines 
from those heights during 2000 as the bottom dropped out of a 
number of business sectors. Most notable among them were the 
“new economy” stocks. The market did begin a slow recovery, but 
periods of price volatility continued.
Some key statistics relating to the overall performance of the 
economy follow:3
• Gross domestic product (GDP)—which measures the out­
put of goods and services produced by labor and property 
located in the United States—increased at a rate of 4.8 per­
cent in the first quarter of 2000. GDP then rose to 5.6 per­
cent in the second quarter of 2000. Estimates for 
third-quarter GDP suggest that the economy has slowed to 
a growth rate in the 3 percent range. Estimated annualized 
GDP for 2000 is 4.5 percent.
• Consumer confidence,4 a key predictor of household 
spending, reached a record high of 144.7 in January, which
3. See appendix A of this Alert for a listing of Internet sites that provide up-to-date in­
formation on the state of the economy.
4. As measured by the Conference Board. See http://www.conferenceboard.org for fur­
ther information.
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it matched again in May before moderating a bit to 141.9 
in September. During the first quarter of 2000 personal 
consumption expenditures rose at an annualized rate of 
7.75 percent, the sharpest increase since 1983. That rate 
declined to 3.1 percent in the second quarter. Business in­
vestment in equipment and software, however, showed 
strong growth— 20.6 percent in the first quarter and 17.9 
percent in the second quarter.
• Unemployment hovered around 4 percent for much of the 
year, dropping to 3.9 percent in April and September, a 
thirty-year low. Inflation, though on the rise, remained low 
at an annualized estimate of under 3 percent.
• Interest rates inched up during the year but still remained 
near historically moderate levels. By the end of the third 
quarter, the prime rate (the rate many banks charge their 
top customers and to which other interest rates are often 
linked) reached 9.5 percent, and thirty-year fixed mortgage 
rates generally remained under 8 percent. The Federal Re­
serve raised its federal funds rate (the interest rate at which 
banks lend to each other overnight) during 2000, reaching 
6.5 percent by the third quarter.
The general consensus is that the current economic expansion is 
expected to continue through next year, but at a more moderate 
pace. Expectations for some key economic indicators in 2001 in­
clude the following:
• GDP is likely to drop slightly to 4 percent.
• A modest level of inflation in the area of 3 percent, is 
expected.
• Interest rates are likely to remain stable. Prime is expected 
to hover around 9.5 percent.
• The growth of consumer spending should slow somewhat 
to 3.5 percent.
• Weaker corporate profits are expected, averaging 8 percent 
growth.
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• Business spending should be moderate, with a 10 percent 
increase over 2000.
• Unemployment is expected to edge up a bit to 4.3 percent.
Keep in mind that these statistics represent the economy as a 
whole. When using information such as this— for example, when 
developing auditor expectations in performing analytical proce­
dures in accordance with SAS No. 56, Analytical Procedures 
(AICPA, Professional Standards, vol. 1, AU sec. 329) or evaluating 
significant accounting estimates in accordance with SAS No. 57, 
Auditing Accounting Estimates (AICPA, Professional Standards, 
vol. 1, AU sec. 342)—you should understand that there will be 
variations based on unique regional or industry circumstances. 
Not all sectors of the economy, and not all industries (or, for that 
matter, entities within those industries), are benefiting equally, 
despite overall economic prosperity. Also, those that do prosper 
don’t necessarily prosper in a manner that mirrors the movement 
of the overall economy. So remember, as always, adopt an ap­
proach of professional skepticism when planning and performing 
your audit. Look “beyond the numbers” to gain a deeper under­
standing of the implications of economic events on the audits 
you perform.
In addition to these economic issues, a number of noteworthy events 
affecting the profession occurred this year. Among them were—
• The continuing focus on auditor independence.
• Publication of the Auditing Standards Board (ASB) com­
missioned report “Fraud-Related SEC Enforcement Ac­
tions Against Auditors: 1987-1997.”
• Issuance of the final “Report and Recommendations of the 
Panel on Audit Effectiveness.”
• The explosive growth of electronic business (e-business) 
and its impact on auditors.
• New accounting standards issued by the Financial Account­
ing Standards Board (FASB) and the Accounting Standards
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Executive Committee (AcSEC), and new staff bulletins 
from the Securities and Exchange Commission (SEC).
• The issuance of new auditing standards SAS Nos. 88 
through 93, including new guidance from the ASB on de­
rivatives and attestation standards.
We will discuss these and other events, their implications to audi­
tors and, where appropriate, use them as an opportunity to re­
view our understanding of professional standards.
Executive Summary— Economic Environment
• SAS No. 22 cites the need for auditors to understand how economic 
conditions affect the industry in which the audit client operates.
• Despite concerns over the year 2000 bug, key economic statistics 
clearly show the continuing strength of the economy.
• Remember that when assessing the specific audit implications of eco­
nomic events, such statistical information may not reflect variations 
that arise from unique regional, industry, and entity circumstances.
• Beyond economic issues, a number of noteworthy events relating to 
auditor independence, derivatives guidance, an ASB commissioned 
report on fraud, and other matters occurred this year.
Audit Issues and Current Events
Auditor Independence
What are some of the significant elements of the recent independence 
proposals put forth by the SEC? How well do you understand the AICPA 
concepts of auditor independence? Test your knowledge and find out!
Independence is a unique and important quality of CPAs that 
sets us apart from other professions. Auditing standards require 
that an auditor be independent of the entity being audited. Reg­
ulatory requirements regarding independence exist as well. 
Given the pervasive impact of independence and the recent 
events that keep this issue in the forefront, we’ll revisit the topic 
in this year s Alert.
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First we’ll look at the activities of the SEC, specifically their re­
cently issued proposal on auditor independence. If you’re an au­
ditor of an entity that is subject to SEC regulations, you’ll need to 
gain an understanding of the changes being proposed. (Don’t for­
get to follow SEC action on this proposal to see how the final reg­
ulations turn out.) Then it’s off to a short quiz we’ve developed to 
help you gauge your knowledge of some of the general concepts 
that underlie the AICPA’s independence standards. We’re also 
presenting information on the independence standards recently 
issued by the AICPA and the Independence Standards Board 
(ISB). Please refer to the “Independence and Other Ethics Stan­
dards” section of this Alert for further information.
SEC Proposals on the Modernization of Auditor Independence
On June 27, 2000, the SEC issued a rule proposal to modernize 
its rules on auditor independence. This proposal focuses on—
1. Investments in audit clients by auditors or their family 
members.
2. Employment relationships between auditors or their fam­
ily members and audit clients.
3. The scope of services provided by audit firms to their audit 
clients.
Among the major changes being proposed are—
• A significant reduction in the number of audit firm em­
ployees and their family members whose investments in 
audit clients would impair auditor independence.
• The identification of certain nonaudit services that, if pro­
vided to an audit client, would impair auditor indepen­
dence. The proposals would not extend to services 
provided to nonaudit clients.
• The creation of a limited exception provided to account­
ing firms for inadvertent independence violations if the 
firm has quality controls in place and the violation is cor­
rected promptly.
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• Companies’ would disclose in their annual proxy state­
ments certain information about nonaudit services pro­
vided by their auditors during the last fiscal year.
Furthermore, the SEC has highlighted four basic principles by 
which the SEC proposes to measure auditor independence. These 
principles are rooted in the bedrock philosophy that auditors 
must be independent in fact and in appearance. These principles 
provide that an auditor is not independent when the auditor—
1. Has a mutual or conflicting interest with the audit client.
2. Audits his or her own work.
3. Functions as management or an employee of the audit client.
4. Acts as an advocate for the audit client.
Here’s a brief overview of the major areas addressed by the SEC’s 
proposal:
1. Financial relationships—The proposal would significantly 
narrow the circle of people whose investments trigger inde­
pendence concerns to principally those who work on the 
audit or can influence the audit.
2. Employment relationships—The proposal would greatly re­
duce the pool of people within an audit firm whose fami­
lies would be affected by the employment restrictions 
necessary to maintain independence.
3. Business relationships—Consistent with existing rules, inde­
pendence would be considered impaired if the auditor or 
any covered person has a direct or material indirect busi­
ness relationship with the audit client, other than provid­
ing professional services or acting as a consumer in the 
ordinary course of business.
4. Nonaudit services—The proposal identifies certain nonau­
dit services that the SEC believes are inconsistent with 
independence. They include bookkeeping or other ser­
vices related to the audit client’s accounting records or fi­
nancial statements, financial information systems design
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and implementation, appraisal or valuation services, fairness 
opinions, or contributions-in-kind reports where there is a 
reasonable likelihood that the auditor will audit the results, 
internal audit outsourcing, management functions, human 
resources, broker-dealer, investment adviser, or investment 
banking services, legal services, and expert services.
5. Contingent fee arrangements—The proposal states that an 
auditor cannot provide any service to an audit client that 
involves a contingent fee.
6. Quality controls—The proposal provides a limited excep­
tion from independence violations to the firm if the indi­
vidual did not know, and was reasonable in not knowing, 
the circumstances giving rise to his or her violation, the vi­
olation was corrected promptly once the violation became 
apparent, and the firm has quality controls in place that 
provide reasonable assurance that the firm and its employ­
ees maintain their independence.
7. Proxy disclosure requirement—The proposal would require 
registrants to disclose in their annual proxy statements in­
formation relating to services and fees provided by the au­
ditor over a specified dollar amount.
Help Desk—The above represents a summary of signifi­
cant issues addressed by the proposal. The full text of the 
proposed rule change can be obtained from the SEC’s 
Web site at www.sec.gov/news/audind2.htm. Note that 
as of the writing of this Alert, no final rule had been 
adopted. Look to the SEC's Web site for information on 
the issuance of a final rule.
In addition to the issue of independence, the SEC staff has en­
gaged in other important activities recently, such as the issuance 
of the following new staff accounting bulletins (SAB):5
• SAB No. 100—Restructuring and Impairment Charges. This 
staff accounting bulletin expresses views of the staff regarding
5. SABs are not rules or interpretations of the SEC; they represent interpretations and prac­
tices followed by staff of the Office of the Chief Accountant and the Division of Corpo­
ration Finance in administering the disclosure requirements of the federal securities laws.
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the accounting for and disclosure of certain expenses com­
monly reported in connection with exit activities and busi­
ness combinations. This includes accrual of exit and 
employee termination costs pursuant to Emerging Issues 
Task Force (EITF) Issue Nos. 94-3, Liability Recognition for 
Certain Employee Termination Benefits and Other Costs to Exit 
an Activity (Including Certain Costs Incurred in a Restructur­
ing), and No. 95-3, Recognition o f Liabilities in Connection 
with a Purchase Business Combination, and the recognition of 
impairment charges pursuant to Accounting Principles 
Board (APB) Opinion No. 17, Intangible Assets, and FASB 
Statement of Financial Accounting Standards No. 121, Ac­
counting for the Impairment of Long-Lived Assets and for Long- 
Lived Assets to Be Disposed Of.
• SAB No. 101— Revenue Recognition in Financial State­
ments. This SAB summarizes certain of the staff’s views in 
applying generally accepted accounting principles (GAAP) 
to revenue recognition in financial statements. The staff is 
providing this guidance due, in part, to the large number 
of revenue recognition6 issues that registrants encounter.
Help Desk— If you’re the auditor of an SEC registrant, 
you’ll need to be conversant with these important SABs. The 
complete text of these bulletins can be downloaded from the 
SECs Web site at www.sec.gov/rules/acctindx.htm.
Note also that the SEC has adopted new rules and amendments to 
its current rules to require that companies’ independent auditors 
review the companies’ financial information prior to the compa­
nies filing their Quarterly Reports on Form 10-Q  or Form 10- 
QSB with the Commission and to require that companies include 
in their proxy statements certain disclosures about their audit 
committees and reports from their audit committees containing 
certain disclosures. The rules are designed to improve disclosure 
related to the functioning of corporate audit committees and to 
enhance the reliability and credibility of financial statements of
6. The AICPA is currently developing a new Audit Guide that addresses industry- 
specific revenue recognition issues. Look for announcements in the CPA Letter and 
the Journal o f Accountancy for the Guides availability.
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public companies. See the complete text of this final rule, Audit 
Committee Disclosure, at www.sec.gov/rules/final/34-42266.htm.
For discussions of these and other SEC-related matters, please 
refer to our newly introduced Audit Risk Alert—SEC Alert. The 
SEC Alert provides valuable insights into SEC staff perspectives 
on important auditing and accounting matters, along with up­
dates on recent SEC activities. See “Resource Central” later in 
this Alert for further information.
Independence—Test Your Knowledge!
In last year’s Alert we discussed some of the basic concepts that 
underlie auditor independence. Given the continuing emphasis 
placed on independence we thought it would be beneficial to re­
visit the topic this year, but with a slightly different approach.
How well do you understand independence? Do you know? Per­
haps you believe that you have a general understanding of the 
fundamentals. Maybe you don’t know how much, or how little, 
you really do know. Well, here’s a quick quiz to help you gauge 
your knowledge of AICPA independence standards.7 If after tak­
ing the quiz you feel that there’s some room for improvement, 
turn to appendix B, where we’ve provided a list of AICPA re­
sources that you may find useful. You’ll also find the answers in 
appendix B, but no peeking. Good luck!
Q1. SAS No. 1, Codification of Auditing Standards and Proce­
dures (AICPA, Professional Standards, AU secs. 150, 
“Generally Accepted Auditing Standards,” and 220, “In­
dependence”) provides that “in all matters relating to the 
assignment, an independence in mental attitude is to be 
maintained by the auditor or auditors.” Therefore, as long 
as you maintain a mental attitude of independence, you 
are considered to be independent.
True______ False_______
7. The quiz does not reflect the standards of other regulators, for example, the SEC or 
the Government Accounting Office (GAO—Yellow Book).
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Q2. Because independence is considered to be the bedrock 
philosophy of the profession, it is required for all profes­
sional services offered by CPAs.
True______ False_______
Q3. In all circumstances, when making an assessment of a 
firm’s independence, consideration need only be given to 
standards promulgated by the AICPA.
True______ False_______
Q4. Fact Pattern—A CPA firm has been requested to perform 
an audit for a new client. The firm’s audit partner owns 
shares of the client. However, because the investment is 
clearly immaterial to the partner’s net worth, the firm 
would be considered independent.
True______ False_______
Q5. Fact Pattern— Same scenario as question 4, but now the 
immaterial direct interest is held not by the firm’s audit 
partner, but by the firm’s tax partner. In addition, the tax 
partner will have no involvement in the engagement. 
Given these facts, the firm’s independence is considered to 
be impaired.
True______ False_______
Q6. When assessing a firm’s independence, consideration 
need only be given to the firm’s partners and engagement 
personnel.
True______ False_______
Q7. AICPA independence standards make frequent use of the 
term member. As such, only members of the AICPA are 
bound by these independence standards.
True______ False_______
Q8. Independence may be impaired if bookkeeping services 
are provided to an audit client.
True______ False_______
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Q9. Fact Pattern—A firm partner has a loan with an officer of a 
potential audit client. The loan is not one that is specifically 
permitted by independence Ethics Interpretation No. 101-
5, “Loans From Financial Institution Clients and Related 
Terminology,” of ET section 101, Independence (AICPA, 
Professional Standards, vol. 2, ET sec. 101.07). Accordingly, 
independence is impaired with respect to this entity. How­
ever, if the partner pays off the loan prior to the engagement, 
independence will not be considered to be impaired.
True______ False_______
Q10.Fact Pattern— On July 1, 2000, XYZ Company engages 
you to perform its audit for the twelve months ended De­
cember 31, 1999. In March 1999, you prepared the com­
pany’s 1998 corporate tax return, for which you have still 
not been paid. As a result, your independence is impaired.
True______ False_______
Now turn to appendix B to see how you fared. And don’t worry, 
we won’t be collecting the quiz . . . this time.
Executive Summary— Auditor Independence
• Auditor independence is a unique and important quality of CPAs. 
Recent events continue to keep this topic in the forefront of matters 
affecting the profession.
• The SEC proposals to modernize its rules on independence relax some 
positions and make others more restrictive. Auditors of entities subject 
to SEC regulations should be alert to the issuance of final regulations.
• How well do you understand some of the AICPA’s underlying con­
cepts of auditor independence? Take our short quiz and find out.
Fraud-Related Actions Against Auditors
What actions has the SEC taken against auditors in fraud-related 
enforcement actions ?
You may recall that in last year’s Alert we discussed the Commit­
tee of Sponsoring Organizations of the Treadway Commission’s
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(COSO) report titled Fraudulent Financial Reporting: 1987— 
1997, An Analysis o f U.S. Public Companies. That report offered 
an analysis of financial statement fraud by examining 204 cases of 
fraud that had been investigated by the SEC. The facts and cir­
cumstances of those cases were outlined in the SEC’s Accounting 
and Auditing Enforcement Releases (AAER) issued during the 
period of January 1987 through December 1997.
The AICPA published a related research report on fraud, tided Fraud- 
Related SEC Enforcement Actions Against Auditors: 1987—1997. The 
report examines fifty-six of the 204 AAERs examined in the COSO 
report, in which the SEC took enforcement actions against the audi­
tors. The objective of this research project was to identify the circum­
stances in which auditors were cited by the SEC, as well as the alleged 
audit deficiencies that caused the auditors to be cited.
The report provides some valuable insights into potential audit pit­
falls. You’ll find these insights to be useful in helping to better under­
stand, and fulfill, your responsibilities under professional standards. 
Armed with this knowledge, you’ll be more likely to avoid some of 
the pitfalls noted. To that end, we describe some of the significant 
findings of the report in the narrative that follows. Later in the Alert, 
we’ll highlight some of the alleged audit deficiencies discussed in the 
report and point you to relevant authoritative guidance. (See the 
“Audit Pitfalls and How to Avoid Them” section of this Alert). Now, 
here’s a summary of some of the report’s major findings.
Some of the characteristics of the companies sampled in the re­
port include the following:
• The companies cited in the AAERs examined tended to be 
very small, averaging total assets of $62 million, revenues 
of $54 million, and stockholder’s equity of, $27 million.
• It’s important to note that many of the sample companies 
were financially stressed in the period preceding the fraud. 
The median net income was near zero, with over half of 
the companies facing net losses.
• Among the major industry classifications most frequently 
noted were mining/oil and gas, 16 percent; computer
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hardware/software, 12 percent; financial service providers, 12 
percent; and health care and health products, retailers/whole­
salers, other service providers, and insurance, 8 percent each.
The characteristics of the control environment (top manage­
ment and the audit committee) of the companies cited include 
the following:
• O f the senior executives most frequently named in the 
AAERs, the chief executive officer was named in 61 percent 
of the fraud cases; chief financial officer, 29 percent; con­
troller, 13 percent; other vice president positions, 14 percent.
• O f the fraud companies, 68 percent had an audit commit­
tee. These committees generally had three members and 
were typically composed of outside directors. However, 
most of the committee members did not appear to be ex­
perts in accounting or finance. In addition, they didn’t 
seem to meet very often. The average number of audit 
committee meetings per year was 1.9.
• Most of the individuals named in the AAERs admitted no guilt 
of any kind, but they frequently accepted the SEC’s sanctions.
The nature of the fraud committed had some common characteristics:
• The financial statement frauds identified in the AAERs 
generally involved more than one fiscal period. The fraud 
period generally averaged about 27 months.
• Most of the fraud involved the misstatement of financial 
statements. Only 13 percent of the sample involved the 
misappropriation of assets.
• The methods typically used to perpetrate the fraud generally 
involved the overstatement of assets (overstatement of exist­
ing assets, recording fictitious assets, or assets not owned), 
68 percent; improper revenue recognition (recording ficti­
tious revenues, or the premature recognition of revenues), 
34 percent; understatement of expenses/liabilities, 16 per­
cent. The most commonly misstated asset account was ac­
counts receivable. Other asset accounts typically misstated
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included investments; oil, gas, and mineral assets; property, 
plant and equipment; and patents, copyrights, and designs.
The AAERs identified several audit issues:
• The types of audit reports issued on the last fraudulent fi­
nancial statements included unqualified opinions, 50 per­
cent; modified or qualified reports, 47 percent (including 
going concern, litigation uncertainties, other uncertainties, 
change in accounting principle, change in auditor across 
comparative reporting periods, and GAAP departures); 
and disclaimers of opinion, 3 percent.
• The following are among the alleged audit problems noted 
in the AAERs examined, along with the frequency of their 
occurrence:
-  Failure to gather sufficient evidential matter (80 percent)
-  Failure to exercise due professional care (71 percent)
-  Lack of sufficient professional skepticism (60 percent)
-  Failure to properly interpret or apply GAAP (49 percent)
-  Failure to properly design audit programs and plan the 
engagement, for example, with regard to inherent risk 
issues and non-routine transactions (44 percent)
-  Overreliance on inquiry as a form of evidence (40 percent)
-  Failure to obtain adequate evidence related to the evalu­
ation of significant management estimates (36 percent)
-  Failure to confirm accounts receivable (29 percent)
-  Failure to recognize and disclose key related parties (27 
percent)
-  Overreliance on internal controls/failure to react to 
known control weaknesses (24 percent)
-  Lack of independence (22 percent)
-  Failure to properly supervise and review the engage­
ment (22 percent)
-  Inadequate or inconsistent working papers (22 percent)
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• The specifics of some of the alleged audit problems noted
in the previous bullet included—
-  The failure to gather sufficient evidential matter in­
volved in areas such as asset valuation, asset ownership, 
and uncorroborated management representations. In 
addition, some cases involved the auditor’s failure to ex­
amine relevant supporting documents or the failure to 
perform steps in the audit program.
-  Regarding the overreliance of inquiry as a form of evi­
dence, auditors were often cited for failing to corrobo­
rate management explanations (that is, placing sole 
reliance on the representations) and for failing to chal­
lenge inconsistent explanations that were refuted by 
other evidence that the auditors had already gathered. 
In a number of cases, the representations related to sub­
jective valuations of account balances.
— The failure to properly interpret or apply GAAP related 
to the auditor’s failure to consult or understand GAAP 
provisions. Some of those problems related to APB 
Opinion 20, Accounting Changes; APB Opinion 16, 
Business Combinations; FASB Statement No. 34, Capi­
talization o f Interest Costs; various AICPA Guides; im­
proper asset recording; or improper revenue recognition. 
The underlying issues often related to unusual assets 
with unique accounting valuation issues.
— The failure to properly design audit programs and plan 
the engagement were cited as common problems. 
Among the issues noted were the failure to properly 
consider inherent risks (such as industry turmoil, com­
pany and management red flags, or difficult accounting 
issues), failure to recognize risks associated with non­
routine transactions (where the fraud often occurred, 
often in a period-end adjustment), and the failure to 
prepare a written audit program. In some cases it was 
noted that the auditor used a prior-year or standard 
audit program without making any adjustments for is­
sues unique to the current audit. (See the “Audit Pitfalls
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and How to Avoid Them” section of this Alert for fur­
ther discussion of these matters.)
Some of the implications of the study to auditors include the 
following:
• Regarding the nature of the companies involved, the report 
suggests that auditors pay particular attention to the risks 
associated with smaller entities. The potential lack of basic 
internal controls and the potential for domination by one 
individual are examples of the risks to consider. In addi­
tion, the importance of industry expertise and recognition 
of unique industry risks, including complex, specialized 
GAAP issues, is a critical issue to consider.
• Regarding the control environment, the study notes the 
importance of assessing management integrity and audit 
committee oversight. The study notes that this assessment 
would be especially useful if performed as part of the client 
acceptance or continuance evaluation process.
• The report notes that the auditor “defect rate” in this par­
ticular setting is, arguably, extremely low, and that it is im­
portant to remember the rare nature of these documented 
audit problems and to carefully consider the costs and ben­
efits of potential responses to the noted problems.
• Regarding the alleged audit deficiencies, the study points 
out the high instances of changes in auditors and early- 
stage companies. The study recommends that auditors be 
especially alert to the unique risks posed at the beginning 
of a client relationship and that they be especially vigilant 
in planning and performing the first few audits, including 
rigorous communications with predecessor auditors about 
management integrity issues and control environment is­
sues. And, consistent with the ISB's third standard (see the 
“New ISB Standards” subsection of this Alert) the study 
points out that auditors should consider the risks associ­
ated with former auditors being employed by the client 
and adjust their audit approach accordingly.
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Help Desk—The preceding section presents only a sum­
mary of selected information from the study. It is highly 
recommended that the report be read in its entirety. The 
complete report, Fraud-Related SEC Enforcement Actions 
Against Auditors: 1987—1997 (Product No. 990040kk), 
can be obtained by calling the AICPA Order Depart­
ment at (888) 777-7077.
Executive Summary— Fraud-Related Actions Against Auditors
• The ASB commissioned a report on fraud-related SEC enforcement 
actions against auditors. This report provides valuable insights into po­
tential audit pitfalls. As such, its worthwhile reading for all auditors.
• The report profiles significant aspects of SEC enforcement actions 
by pointing out the characteristics of the companies cited, their con­
trol environments, and the nature of the frauds committed.
• The report identifies the audit issues cited and the overall implica­
tions to auditors.
The E-Business Auditor
What significant audit issues arise in an e-business environment?
It’s hard to pick up a newspaper these days without reading some­
thing about the so-called new economy. Discussions about the In­
ternet, Web sites, portals, electronic commerce (e-commerce), 
e-business, dot-coms, and the like, abound. This brave new elec­
tronic world, or “e-world,” is a unique and challenging frontier in 
many regards. It’s an environment that will pose new demands on 
auditors of fledgling e-businesses or “brick and mortar” entities 
that are expanding their traditional business toward this new hori­
zon. Transactions conducted in an e-business environment may 
have a significant impact on the audit process.8 For example—
8. Although not all traditional brick-and-mortar businesses are moving toward e-busi­
ness platforms, there is still a huge push toward adopting information technology 
(IT) solutions. Auditors should be alert to the risks that are likely to arise in such en­
vironments. Careful consideration should be given to the controls that surround IT 
systems, including proper segregation of key IT duties, systems design, software pur­
chase and implementation, security, and backup and contingency planning.
19
• Audit evidence that exists in electronic form may not be 
available for an indefinite period of time. Therefore, per­
forming certain procedures after year-end may be too late 
to gather sufficient, competent evidential matter.
• Electronic evidence may exist in a form that demands spe­
cialized skills to access and interpret. Auditors without 
such skills are likely to require the assistance of a specialist.
• Unique independence concerns may arise, for example, 
when an audit firm hosts the e-business Web site of a client.9
• Some dot-coms have adopted strategies that depart from 
traditional business models. It therefore becomes especially 
critical for auditors to understand how such entities con­
duct their business as well as the unique economic and in­
dustry conditions within which they operate.
• Because e-businesses may lack much of the physical evi­
dence found in “old economy” clients, the auditor’s under­
standing of internal controls will be especially critical in 
planning the audit and determining the nature, timing, 
and extent of substantive testing.
• Examination of the books and records of the e-business 
may require the use of audit software packages designed to 
analyze controls and data.
Among the professional standards that may take on increased im­
portance in the e-business environment are—
• SAS No. 59, The Auditor’s Consideration o f an Entity’s Abil­
ity to Continue as a Going Concern (AICPA, Professional 
Standards, vol. 1, AU sec. 341). In the not-too-distant 
past, investors demonstrated a great tolerance for dot­
coms with limited revenues and a lack of profitability. 
They seemed to have few misgivings about providing ad­
ditional cash infusions to keep these entities solvent. The 
focus of the investment community was on the future
9. See the end of appendix B for a listing of resources to help you answer your inde­
pendence questions.
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potential for earnings. Under those circumstances it was 
appropriate for auditors to conclude that the going-concern 
assumption was valid. However, the collapse of some 
prominent new economy stocks earlier in the year has 
ushered in greater skepticism on the part of investors. 
Given this change in circumstances, auditors may have to 
reassess the going concern assumption for some of their 
dot-com clients.
• SAS No. 31, Evidential Matter (AICPA, Professional Stan­
dards, vol. 1, AU sec. 326), as amended by SAS No. 80, 
points out, among other matters, that certain electronic ev­
idence may exist at a certain point in time but may not be 
retrievable after a specified period of time if files are 
changed and if backup files do not exist. Therefore, the au­
ditor should consider the time during which information 
exists or is available in determining the nature, timing, and 
extent of his or her substantive tests and, if applicable, tests 
of controls.
• Rule 101, Independence (AICPA, Professional Standards, vol.
2, ET sec. 101). In addition to performing the audit, some 
CPA firms may provide nonattest services to an e-business 
that will require consideration of independence issues. For 
example, designing, implementing, or integrating informa­
tion systems for your e-business audit client may impair in­
dependence. In such circumstances, consideration should 
be given to Interpretation No. 101-3, “Performance of 
Other Services,” of ET section 101, Independence (AICPA, 
Professional Standards, ET sec. 101.05). Auditors of pub­
licly held entities should of course also consider SEC (and 
where applicable, ISB) independence standards.
• SAS No. 73, Using the Work o f a Specialist (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 336). The technologi­
cal skills required to fully understand the operations of an 
e-business and the manner in which business is trans­
acted may be highly specialized. Having a sound under­
standing of these matters may therefore present a 
formidable challenge to the uninitiated. This is further
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complicated by the rapid change in technology, which may 
mean that you’re chasing a moving target. While auditors 
are likely to have the requisite skill set to address many of 
the issues that arise in an e-business environment, some 
additional training may be required. In some cases the use 
of a technology specialist may be advisable.
• SAS No. 55, Consideration o f Internal Control in a Finan­
cial Statement Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 319). Internal control considerations take on in­
creased importance in an e-business environment given the 
nature of electronic evidence. Note also that control risk 
may be increased (as discussed in SAS No. 55) by such fac­
tors as new or revamped information systems, rapid 
growth, new technologies, and other circumstances. Ac­
cordingly, the proper application of SAS No. 55 is pivotal 
to the success of the e-business audit.
• SAS No. 22, Planning and Supervision, points out some of 
the important considerations that should be addressed in the 
planning phase of the audit. Among those matters are the 
need for the auditor to obtain knowledge about the entity’s 
business, its operating characteristics, types of products and 
services, production, distribution, and compensation meth­
ods, matters affecting the industry in which the client oper­
ates, changes in technology, and other matters. Given the 
unique characteristics of e-business entities, a sound under­
standing of these matters at the planning stage will be espe­
cially critical. Attention should also be given to the planning 
considerations discussed in SAS No. 48, The Effects o f Com­
puter Processing on the Audit o f Financial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 311).
• SAS No. 82, Consideration o f Fraud in a Financial State­
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 
316). This SAS suggests, among other matters, a number 
of fraud risk factors relating to misstatements arising from 
fraudulent financial reporting. Some of these factors may 
be particularly relevant to e-business entities. These fraud 
risk factors may include rapid changes in the industry, high
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vulnerability to rapidly changing technology, significant 
pressure to obtain additional capital necessary to stay com­
petitive, a significant portion of management’s compensa­
tion represented by stock options, an inability to generate 
cash flows from operations, a high degree of competition, 
management continuing to employ ineffective informa­
tion technology staff, the threat of imminent bankruptcy, 
and an excessive interest by management in maintaining or 
increasing the entity’s stock price.
• Management’s consideration of key accounting issues. E- 
business is a new realm. Accordingly, accounting issues 
that arise are likely to be more problematic when com­
pared with “old economy” entities. Auditors should be par­
ticularly alert to the manner in which management applies 
existing standards, and those recently developed, to this 
new business model. Given that divergent practices may 
exist where GAAP is unclear or nonexistent, careful con­
sideration should be given to whether the accounting 
methods employed accurately reflect the substance of the 
underlying transaction.
Help Desk—Look for the newly introduced Audit Risk 
Alert E-Business Industry Developments— 2000/01 for 
comprehensive discussions of the considerations unique 
to the e-business environment. See “Resource Central,” 
later in this Alert for further information.
Executive Summary— The E-Business Auditor
• The e-world has arrived in the form of new e-business entities and 
brick-and-mortar entities that are expanding into this new horizon.
• E-business environments may have a significant impact on the audit 
process, including such matters as internal control, audit evidence, 
using the work of a specialist and independence.
• The newly introduced audit risk alert E-Business Industry Develop­
ments 2000/01 takes a close look at the e-world and its implications 
to auditors.
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Auditing Derivatives
What guidance is available for auditing derivative instruments?
The topic of derivatives takes center stage this year, from both the 
accounting and auditing perspectives. FASB Statement No. 133, 
Accounting for Derivative Instruments and Hedging Activities (as 
amended), issued in June 1998, became effective for all fiscal 
quarters of all fiscal years beginning after June 15, 2000. In Sep­
tember of this year, the ASB issued SAS No. 92, Auditing Deriva­
tive Instruments, Hedging Activities, and Investments in Securities 
(AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92, 
which will supersede SAS No. 81, Auditing Investments (AICPA, 
Professional Standards, vol. 1, AU sec. 332), is effective for audits 
of financial statements for fiscal years ending on or after June 30, 
2001. Early application of the SAS is permitted.
Guidance for Auditors
SAS No. 92 provides guidance for auditors in planning and per­
forming auditing procedures for financial statement assertions 
about derivative instruments, hedging activities, and investments 
in securities. The guidance in the SAS applies to (1) derivative in­
struments, as defined by FASB Statement No. 133; (2) hedging 
activities in which the entity designates a derivative or a non­
derivative financial instrument as a hedge of exposure for which 
FASB Statement No. 133 permits hedge accounting; and (3) debt 
and equity securities, as those terms are defined in FASB State­
ment No. 115, Accounting for Certain Investments in Debt and Eq­
uity Securities. The matters addressed by SAS No. 92 include—
• The need for special skills or knowledge. Auditors may need 
special skills or knowledge to plan and perform procedures 
for certain assertions about derivatives and securities, such 
as the ability to identify a derivative that is embedded in a 
contract or agreement.
• Consideration o f audit risk and materiality. SAS No. 92 of­
fers examples of factors that affect inherent risk (that is, the 
susceptibility of an assertion to a material misstatement, 
assuming there are no related controls) for assertions about
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derivatives or securities. Such factors include the complex­
ity of the features of the derivative or security, or the en­
tity’s experience with the derivative or security. The SAS 
also discusses control risk (that is, the risk that a material 
misstatement that could occur in an assertion will not be 
prevented or detected on a timely basis by an entity’s inter­
nal control) assessment.
• Designing substantive procedures based on risk assessment. 
Auditors assess inherent and control risk for assertions 
about derivatives and securities to determine the nature, 
timing, and extent of the substantive procedures to be per­
formed. Substantive procedures for derivatives and securi­
ties should address the five categories of assertions 
presented in SAS No. 31, Evidential Matter (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 326):
1. Existence or occurrence— Existence assertions address 
whether the derivatives and securities reported in the fi­
nancial statements exist at the balance sheet date. Oc­
currence assertions address whether derivatives and 
securities transactions reported in the financial state­
ments (as a part of earnings, other comprehensive in­
come, or cash flows) occurred.
2. Completeness—Completeness assertions address whether 
all of the entity’s derivatives and securities and the related 
transactions are reported in the financial statements.
3. Rights and obligations—Assertions about rights and 
obligations address whether the entity has the rights 
and obligations associated with derivatives and securi­
ties reported in the financial statements.
4. Valuation—Assertions about the valuation of deriva­
tives and securities address whether the amounts re­
ported in the financial statements were determined in 
conformity with GAAP. GAAP may require that a de­
rivative or security be valued based on cost, the in­
vestee’s financial results, or fair value. Also, GAAP for 
securities may vary depending on the type of security,
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the nature of the transaction, management’s objectives 
related to the security, and the type of entity.
5. Presentation and disclosure—Assertions about presenta­
tion and disclosure address whether the classification, 
description, and disclosure of derivatives and securities 
in the entity’s financial statements are in conformity 
with GAAP.
SAS No. 92 also discusses hedging activities and management 
representation issues.
Audit Guide to Complement SAS No. 92
The ASB is also issuing an audit Guide to complement the SAS. 
The Guide provides practical guidance for implementing the SAS 
on all types of audit engagements. The suggested audit proce­
dures contained in the Guide do not increase or otherwise mod­
ify the auditor’s responsibilities; rather, the suggested procedures 
are intended to clarify and illustrate the application of SAS No. 
92 requirements. The Guide’s objective is to explain SAS No. 92 
by providing both an in-depth look and practical illustrations 
through the use of case studies.
The Guide includes an overview of derivatives and securities and 
the general accounting considerations for them, as well as case 
studies that address topics such as using interest rate futures con­
tracts to hedge the forecasted issuance of debt, using put options 
to hedge available-for-sale securities, separately accounting for a 
derivative embedded in a bond, the use of interest rate swaps to 
hedge existing debt, using foreign-currency put options to hedge 
a forecasted sale denominated in a foreign currency, changing the 
classification of a security to held-to-maturity, considering con­
trol risk when service organizations provide securities services, as­
sessing inherent and control risk, and designing substantive 
procedures based on risk assessments. See the section titled “On 
the Bookshelf” later in this Alert for information on how to order 
this new Audit Guide.
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• The topic of derivatives takes center stage this year, from both the 
accounting and auditing perspectives.
• Auditing guidance is available to auditors in the form of SAS No. 
92, Auditing Derivative Instruments, Hedging Activities, and Invest­
ments in Securities.
• Further, more detailed guidance will be available in a related ASB 
audit Guide that has been designed to complement the new SAS.
Executive Summary— Auditing Derivatives
Audit Pitfalls and How to Avoid Them
What are some of the more commonly cited audit engagement deficiencies? 
Where can you find authoritative guidance on these matters?
In this section we highlight some of the significant10 and recur­
ring engagement deficiencies commonly noted in peer reviews of 
CPA firms with non-SEC registrant clients. We’ll also take a look 
at some of the alleged audit deficiencies noted in the ASB- 
commissioned study on fraud-related SEC enforcement actions 
(as highlighted earlier in the Alert). Our objective here is to call 
your attention to these matters and to cite the relevant standards 
that provide guidance. Hopefully, these topics will strike a famil­
iar chord. However, if you are unfamiliar with these matters, or if 
you feel that your understanding is a bit hazy, it would be appro­
priate for you and your staff to revisit these standards. It will be 
time well spent!
Peer Review—Common Engagement Deficiencies
The following are some common engagement deficiencies, along 
with the related authoritative literature that provides guidance.
Failure to appropriately qualify an auditors report for a scope limita­
tion or departure from the basis o f accounting used for the financial 
statements. SAS No. 58, Reports on Audited Financial Statements 
(AICPA, Professional Standards, vol. 1, AU sec. 508), distinguishes
10. Significant deficiencies are those that are considered to be material to understanding the 
auditor's report or financial statements or that represent critical auditing procedures. 
Engagements with significant deficiencies are generally considered to be substandard.
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the various types of audit reports, describes the circumstances in 
which each is appropriate, and provides example reports. Refer to 
SAS No. 58 for guidance on circumstances such as scope limita­
tions or GAAP departures that may necessitate the issuance of a 
qualified opinion.
Issuance o f an audit or review report when the auditor/accountant is 
not independent. The second general auditing standard requires 
the auditor to be independent. It provides that “in all matters re­
lating to the assignment, an independence in mental attitude is to 
be maintained by the auditor or auditors.” If you are not inde­
pendent with respect to an entity, generally accepted auditing 
standards (GAAS) precludes you from expressing an opinion on 
those financial statements. Refer to SAS No. 26, Association With 
Financial Statements (AICPA, Professional Standards, vol. 1, AU 
secs. 504.08-.10) for information on reporting guidance when 
independence is impaired. In addition, Standards for Accounting 
and Review Services (SSARS) No. 1, Compilation and Review of 
Financial Statements (AICPA, Professional Standards, vol. 2, AR 
sec. 100.38) provides that “an accountant is precluded from issu­
ing a review report on the financial statements of an entity with 
respect to which he is not independent.”
Failure to use a written audit program. SAS No. 22, Planning and 
Supervision, provides that the auditor should prepare a written 
audit program (or set of written audit programs) for every audit. 
It also sets forth other matters relating to the audit program. 
However, what if you believe that the engagement is too small to 
warrant a written audit program? What if you’ve performed the 
engagement for so many years that you feel a written audit pro­
gram is unnecessary? The answer is simple. Every audit should 
have an audit program. The SAS provides no exceptions.
Failure to obtain a client management representation letter. SAS No. 
85, Management Representations (AICPA, Professional Standards, 
vol. 1, AU sec. 333), establishes the requirement that the auditor 
obtain written representations from management as part of the 
audit. Refer to the SAS for guidance that includes a sample man­
agement representation letter and sample representations that may 
be appropriate to the circumstances of your engagement.
28
Failure to document the auditor’s consideration of internal control. 
SAS No. 55, Consideration o f Internal Control in a Financial State­
ment Audit, provides guidance on the auditors consideration of 
an entity’s internal control. Remember, the SAS requires that in 
all audits the auditor should obtain an understanding of internal 
control sufficient to plan the engagement. The SAS also has spe­
cific documentation requirements, such as documenting the un­
derstanding. This holds true whether you rely on the entity’s 
internal controls or not.
Failure to assess or document the risk o f fraud. SAS No. 82, Consid­
eration o f Fraud in a Financial Statement Audit, provides guidance 
to auditors in fulfilling their responsibility to plan and perform 
the audit to obtain reasonable assurance about whether the finan­
cial statements are free of material misstatement caused by fraud. 
SAS No. 82 requires the auditor to specifically assess the risk of 
material misstatement due to fraud. It also describes related doc­
umentation requirements.
Substantial documentation deficiencies related to key audit areas. 
SAS No. 41, Working Papers (AICPA, Professional Standards, vol. 
1, AU sec. 339), provides that the auditor should prepare and 
maintain working papers, the form and content of which should 
be designed to meet the circumstances of a particular engagement. 
The SAS discusses the functions, nature, and content of working 
papers, as well as their ownership. Note that documentation issues 
may also be addressed by other auditing standards, some of which 
have been mentioned above. Footnote 2 of SAS No. 41 provides a 
listing of such standards. You may also find it useful to review the 
requirements of SAS No. 31, Evidential Matter.
Fraud-Related SEC Enforcement Actions Against Auditors
The following are some of the alleged audit deficiencies cited in 
SEC AAERs, along with the related authoritative literature that 
provides guidance.
Failure to conduct adequate predecessor/successor communications. 
SAS No. 84, Communications Between Predecessor and Successor 
Auditors (AICPA, Professional Standards, vol. 1, AU sec. 315),
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provides guidance in communications between predecessor and 
successor auditors when a change of auditors is in process or has 
taken place. SAS No. 84 also addresses issues such as the succes­
sor reviewing a predecessor’s working papers and the client’s pre­
viously audited financial statements, including the discovery of 
misstatements in those prior periods by the successor, as well as 
providing illustrative letters for predecessor- or successor-related 
communications.
Failure to obtain an understanding with the client. SAS No. 83, 
Establishing an Understanding With the Client (AICPA, Profes­
sional Standards, vol. 1, AU sec. 310), provides that the auditor 
should establish an understanding with the client regarding the 
services to be performed for each engagement. SAS No. 83 also 
provides that the auditor should document the understanding in 
the working papers, preferably through a written communication 
with the client. Note that if you believe that an understanding 
with the client has not been established, you should decline to ac­
cept or perform the engagement.
Failure to obtain adequate evidence related to the evaluation of sig­
nificant management estimates. SAS No. 57, Auditing Accounting 
Estimates, provides guidance on obtaining and evaluating suffi­
cient competent evidential matter to support significant account­
ing estimates. The SAS addresses issues relating to developing 
accounting estimates, internal control related to accounting esti­
mates, evaluating accounting estimates, identifying circum­
stances that require accounting estimates, and evaluating the 
reasonableness of estimates.
Inadequate evaluation o f an entity's going-concern status. SAS No. 
59, The Auditors Consideration of an Entity’s Ability to Continue as 
a Going Concern, provides guidance on evaluating whether there 
is substantial doubt about an entity’s ability to continue as a 
going concern. The SAS addresses the auditor’s responsibility, 
audit procedures, consideration of conditions and events that re­
late to the going-concern assumption, consideration of manage­
ment’s plans, consideration of financial statement effects, and 
consideration of the effects on the auditor’s report.
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Inappropriate consideration o f material subsequent events. SAS No.
1, Codification o f Auditing Standards and Procedures (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 560, “Subsequent Events”) 
provides guidance on the two types of subsequent events that re­
quire consideration by management and evaluation by the audi­
tor. Note that events or transactions may occur subsequent to the 
balance-sheet date, but prior to the issuance of the financial state­
ments and auditor's report, that have a material effect on the fi­
nancial statements and therefore require adjustment or disclosure 
in the statements.
Failure to communicate reportable conditions (and other required 
communications) to the audit committee. SAS No. 61, Communi­
cation With Audit Committees (AICPA, Professional Standards, vol.
1, AU sec. 380), requires the auditor to determine that certain 
matters related to the conduct of an audit are communicated to 
those who have responsibility for oversight of the financial re­
porting process. The SAS outlines those matters that should be 
communicated and identifies other auditing standards that re­
quire communications with the audit committee (AU sec. 
380.01, footnote 1). Refer to the “New Auditing and Attestation 
Pronouncements” section of this Alert for information on 
amendments to SAS No. 61.
Executive Summary— Audit Pitfalls and How to Avoid Them
• In this section of the Alert we discuss common audit pitfalls, that is, 
deficiencies noted in peer reviews and alleged audit deficiencies cited 
in selected SEC AAERs.
• Some common audit pitfalls have been noted in matters relating to 
audit reports, independence, audit programs, engagement and man­
agement representation letters, internal control, fraud, working 
paper documentation, accounting estimates, predecessor/successor 
communications, going concern, and reportable conditions.
• The common occurrence of these pitfalls indicates that there may be 
a general misunderstanding on the part of some auditors regarding 
what the requirements of the professional literature calls for. We 
point out the relevant authoritative literature so you can correct any 
misconceptions you may have.
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Report of the Panel on Audit Effectiveness
What are some of the significant findings outlined in the report issued 
by the Panel on Audit Effectiveness?
The Public Oversight Board (POB)11 established the Panel on Audit 
Effectiveness in October 1998 in response to a request by the SEC. 
The SEC’s request arose out of its concern over the efficacy of the 
audit process, along with a wide range of issues involving the public 
accounting profession. The panels charge was to review and evaluate 
the performance of independent audits of the financial statements of 
public companies with the objective of assessing whether recent 
trends in audit practices served the public interest. As part of its 
work, the panel reviewed a sample of audits of public companies to 
gather data on the quality of auditing and conducted a survey on 
audit effectiveness, seeking the views of parties interested in financial 
reporting. Although the panels review encompassed a wide range of 
activities, its principal efforts were directed at in-depth reviews of the 
quality of a significant number of audits of financial statements of 
public company clients by the eight largest audit firms.
In May 2000, the panel issued an exposure draft of its report. 
After considering comments on the exposure draft, the final re­
port was released in September 2000. Among the reports major 
recommendations are the following:
• Auditors should perform some “forensic-type” procedures 
on every audit to enhance the prospects of detecting mate­
rial financial statement fraud.
•  The ASB should make auditing and quality control stan­
dards more specific and definitive to help auditors enhance 
their professional judgm ent; in certain specified areas, 
audit firms should review, and where appropriate, enhance 
their audit methodologies, guidance, and training materi­
als; and peer reviewers should “close the loop” by reviewing 
those materials and their implementation on audit engage­
ments and then reporting their findings.
11. The POB is an independent, private-sector body that monitors and reports on the 
self-regulatory programs and activities of the SEC Practice Section (SECPS) of the 
Division for CPA Firms of the AICPA.
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• Audit firms should put more emphasis on the performance 
of high-quality audits in communications from top man­
agement, performance evaluations, training, and compen­
sation and promotion decisions.
• The POB, AICPA, SEC Practice Section of the AICPA 
(SECPS), and SEC should agree on a unified system of 
governance under a strengthened POB that would oversee 
standard-setting (for auditing, independence, and quality 
control), monitoring, discipline, and special reviews.
• A majority of the members of the ISB should be from out­
side the profession, and the SEC should encourage and 
support the ISB in carrying out its mission.
• The SECPS should strengthen the peer review process, in­
cluding requiring annual reviews for the largest firms, and 
the POB should increase its oversight of those reviews.
• The SECPS should strengthen its disciplinary process by 
requiring member firms to take actions regarding partners 
involved in certain alleged audit failures.
• Audit committees should preapprove nonaudit services that 
exceed a threshold amount and should consider certain speci­
fied factors when doing so. The ISB should identify the factors.
• The International Federation of Accountants should estab­
lish an international self-regulatory system for the interna­
tional auditing profession.
Some background on the report’s recommendations include the 
following:
• Conduct o f audits—According to the report, overall find­
ings from the in-depth reviews of audits were favorable and 
did not support the view that audits are being conducted 
in an ineffective manner. The panel was satisfied that the 
model underpinning financial statement audits is generally 
appropriate, although in need of enhancing and updating. 
The panel expressed concern that the auditing profession 
has not kept pace with a rapidly changing environment,
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and that the profession needs to vigorously address the issue 
of fraudulent financial reporting, including fraud in the 
form of illegitimate earnings management. The panel also 
observed that, although auditors cannot be a substitute for 
the enforcement of high standards of conduct by manage­
ment, boards of directors, and audit committees, auditors 
can be an important factor in promoting high standards.
• Leadership and practices o f audit firms—The panel calls on 
audit firms and the AICPA to reaffirm the importance of au­
dits both within firms and to the outside world. The panel 
recommends that audit firms ensure that the performance of 
high-quality audits is recognized as the highest priority in 
their professional development activities, evaluations, pro­
motions, retentions, and compensation decisions. The panel 
calls on firms to place more emphasis on managing time 
pressures that might compromise audit quality. The panel 
also calls upon the AICPA to provide greater audit-related 
technical and industry support to smaller firms and assist 
them in their practices by providing practical tools for their 
client acceptance and continuance decisions.
• Auditor independence, nonaudit services—The report pre­
sents two statements on this subject. One view supports, 
with limited exceptions, an exclusionary ban on certain 
nonaudit services. The other view opposes such a ban. Al­
though the panel foresees considerable public debate 
ahead, it did not fully support either view.
• Governance o f the auditing profession—The panel proposed 
significant changes to the professions self-governance sys­
tem. The panel recommends that the professions system of 
governance be unified under a strengthened, independent 
POB that would oversee the professions standard-setting 
activities (other than accounting), monitoring, discipline, 
and special reviews. The panel further recommended that 
the POB, AICPA, SECPS, and SEC work together to de­
velop a formal charter for the POB that would strengthen 
its oversight of the auditing profession and ensure the 
POB's independence and viability.
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• International perspectives—The panel’s principal recom­
mendation to the International Federation of Accountants 
is that the self-regulatory structure of the international au­
diting profession meet certain important criteria. The 
major components of such a structure would include pub­
lic interest oversight, including oversight of standard- 
setting in auditing quality control, and ethics and 
independence; monitoring; investigations; discipline; and 
public reporting. The panel recommended that audit firms 
implement uniform audit methodologies worldwide, fol­
lowing international auditing standards as the base mini­
mum, and subject all audit practice units to periodic 
inspection procedures. Finally, the panel recommended a 
formal collaborative effort between the ASB and the Inter­
national Auditing Practices Committee to harmonize au­
diting standards and achieve their global acceptance.
The ASB has pledged to consider all of the Panel’s recommenda­
tions in accordance with its due process procedures, and, in fact, 
has recently begun several projects in response to the Panel’s re­
port, including projects on fraud and inherent risk. The Panel has 
expressed strong support for the AICPA’s procedures, and agrees 
that the recommendations should be subject to due process.
Help Desk—The preceding section presents only a summary 
of selected information from the report. It is highly recom­
mended that this important report be read in its entirety. The 
complete report can be obtained, free o f charge, from the 
POB’s Web site at www.pobauditpanel.org.
Money Laundering12
What should you know about money laundering?
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to con­
ceal the initial source of the funds. Money laundering is a global
12. This section of the Alert was drafted after consultation with the U.S. Department 
of Treasury. As such, it provides auditors with a unique insight into how federal reg­
ulators view this important area of concern.
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activity and, like the illegal activities that give it sustenance, it sel­
dom respects local, national, or international jurisdiction. Cur­
rent estimates of the size of the global annual “gross money 
laundering product” range from $500 billion to $1 trillion.13
Criminals use a wide variety of businesses that provide financial 
services externally and also businesses that conduct financial ac­
tivities internally and professional advisers to launder the pro­
ceeds of crime. According to the U.S. Department of the 
Treasury, bank and “non-bank financial institutions,” and other 
trades and businesses that conduct financial activities, like gam­
ing establishments and import-export businesses, are vulnerable. 
Global business dynamics— mergers and acquisitions, broader 
product lines, new technologies, and new distribution chan­
nels— generate important business opportunities, but they also 
generate risks for businesses and their auditors, including in­
creased vulnerability to money laundering. As money launderers 
increasingly look for a wide range of financial services and con­
servative, and legitimate-appearing asset holdings, money laun­
dering risk to businesses can only continue to rise.
Even though money laundering activity and methods become in­
creasingly complex and ingenious, the modi operandi tend to 
consist of three basic stages or processes—placement, layering, 
and integration.
Placement is the process of transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial 
system in such a manner as to avoid detection by financial insti­
tutions and government authorities. Money launderers pay care­
ful attention to national laws, regulations, governance, trends, 
and law-enforcement strategies and techniques to keep their pro­
ceeds concealed, their methods secret, and their professional re­
sources anonymous. A most common placement technique is the 
structuring14 of cash deposits into legitimate financial institution 
accounts, converting cash into other monetary instruments, and
13. By definition, money launderers are in the business of cloaking their activities and 
revenue, making this approximation difficult.
14. Structuring means breaking up large amounts of currency into smaller amounts to 
conduct transactions in such a manner as to avoid suspicion and detection.
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using these instruments to make investments. Another important 
placement technique is customers’ making large deposits and in­
vestments with laundered proceeds in the form of monetary in­
struments, bearer securities, or third-party checks.
Layering is the process of generating a series of or layers of trans­
actions to distance the proceeds from their illegal source and to 
obfuscate the audit trail in doing so. Common layering tech­
niques include electronic funds transfers, usually directly or sub­
sequently transacted with a “bank secrecy haven” or a jurisdiction 
with more liberal recordkeeping and reporting requirements; 
withdrawals of already-placed deposits in the form of highly liq­
uid monetary instruments, such as money orders and travelers 
checks; and requests for account transfers or checks made payable 
to third parties with whom the account holder appears to have no 
obvious relationship.
Integration, the final money laundering stage, is the unnoticed 
reinsertion of successfully laundered, untraceable proceeds into 
an economy. This is accomplished through a wide variety of 
spending, investing, and lending techniques and cross-border, 
legitimate-appearing transactions.
Money launderers tend to use the victimized business entity as a 
conduit for illicit funds that need to be distanced from their source 
as quickly as possible in an undetected manner. Consequently, 
money laundering is far less likely to be detected in a financial state­
ment audit than other types of illegal activities. In addition, money 
laundering activity is more likely to cause assets to be overstated 
rather than understated, with shorter-term fluctuations in account 
balances rather than cumulative changes. Money laundering is con­
sidered to be an illegal act with an indirect effect on financial state­
ment amounts under SAS No. 54, Illegal Acts by Clients (AICPA, 
Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, the 
auditor should be aware of the possibility that such illegal acts may 
have occurred. If specific information comes to the auditor’s atten­
tion that provides evidence concerning the existence of possible ille­
gal acts that could have a material indirect effect on the financial 
statements, the auditor should apply audit procedures specifically 
directed to ascertaining whether an illegal act has occurred.
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Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
In June 2000, the O E C D 's Paris-based Financial Action Task 
Force (FATF), the world’s anti-money laundering watchdog in­
tergovernmental organization, issued a Review to Identify Non- 
Cooperative Countries or Territories, effectively “blacklisting” fifteen 
governments as noncooperative with other countries and jurisdic­
tions in combating money laundering. Subsequently, in July, the 
U.S. Treasury Department followed suit with a series of Financial 
Crimes Enforcement Network (FinCEN) country Advisories.
Help Desk—A description of federal regulations pertaining to 
money laundering, by industry, appears in the following 
AICPA Industry Audit Risk Alerts: Auto Dealerships, Deposi­
tory and Lending Institutions, Insurance, Investment Compa­
nies, Real Estate, and Securities.
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued 
this year?
In this section we present brief summaries of auditing pro­
nouncements issued since the publication of last year’s Alert. The 
summaries are for informational purposes only and should not be 
relied on as a substitute for a complete reading of the applicable 
standard. For information on auditing pronouncements issued 
subsequent to the writing of this Alert, please refer to the AICPA 
Web site at www.aicpa.org/members/div/auditstd/technic.htm. 
You may also look for announcements of newly issued standards 
in the CPA Letter and Journal o f Accountancy.
Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency
In December 1999, the AICPA Auditing Standards Board (ASB) is­
sued SAS No. 88, Service Organizations and Reporting on Consistency
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(AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 
1, “Service Organizations,” amends SAS No. 70, Reports on the Pro­
cessing o f Transactions by Service Organizations (AICPA, Professional 
Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the 
SAS is applicable if an entity obtains services from another 
organization that are part of the entity’s information sys­
tem. It also provides guidance on the types of services that 
would be considered part of an entity’s information system.
2. Revise and clarify the factors a user auditor should con­
sider in determining the significance of a service organiza­
tion’s controls to a user organization’s controls.
3. Clarify the guidance on determining whether information 
about a service organizations controls is necessary to plan 
the audit.
4. Clarify that information about a service organization’s con­
trols may be obtained from a variety of sources.
5. Change the title of SAS No. 70 from Reports on the Pro­
cessing o f Transactions by Service Organizations to Service 
Organizations.
Part 2, “Reporting on Consistency,” amends SAS No. 1, Codifi­
cation of Auditing Standards and Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 420, “Consistency of Application of 
Generally Accepted Accounting Principles”), to—
1. Conform the list of changes that constitute a change in the 
reporting entity (AU sec. 420.07) to the guidance in para­
graph 12 of APB Opinion 20, Accounting Changes.
2. Clarify that the auditor need not add a consistency ex­
planatory paragraph to the auditor's report when a change 
in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory 
paragraph in the auditor’s report if a pooling of interests is 
not accounted for retroactively in comparative financial 
statements.
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4. Eliminate the requirement to qualify the auditors report 
and consider adding a consistency explanatory paragraph 
to the report if single-year financial statements that report 
a pooling of interests do not disclose combined informa­
tion for the prior year.
All of the amendments contained in SAS No. 88 were effective 
upon issuance.
SAS No. 89, Audit Adjustments
In December 1999, the ASB issued SAS No. 89, Audit Adjust­
ments (AICPA, Professional Standards, vol. 1, AU secs. 310, 333, 
and 380), which amends three SASs to establish audit require­
ments designed to encourage client management to record finan­
cial statement adjustments aggregated by the auditor. It also 
clarifies management's responsibility for the disposition of finan­
cial statement misstatements brought to its attention. SAS No. 
89 amends SAS No. 83, Establishing an Understanding With the 
Client; SAS No. 85, Management Representations; and SAS No. 
61, Communication With Audit Committees, as follows:
1. SAS No. 83 is amended to include, in the understanding 
with the client, management's responsibility for determin­
ing the appropriate disposition of financial statement mis­
statements aggregated by the auditor. Specifically, SAS No. 
89 adds the following to the list of matters that generally 
are included in the understanding with the client:
Management is responsible for adjusting the financial 
statements to correct material misstatements and for af­
firming to the auditor in the representation letter that 
the effects of any uncorrected misstatements aggregated 
by the auditor during the current engagement and per­
taining to the latest period presented are immaterial, 
both individually and in the aggregate, to the financial 
statements taken as a whole.
2. SAS No. 85 is amended to require that the management 
representation letter include an acknowledgment by man­
agement that it has considered the financial statement mis­
statements aggregated by the auditor during the current
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engagement and pertaining to the latest period presented, 
and has concluded that any uncorrected misstatements are 
immaterial, both individually and in the aggregate, to the 
financial statements taken as a whole. It also requires that a 
summary of the uncorrected misstatements be included in 
or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform 
the audit committee about uncorrected misstatements ag­
gregated by the auditor during the current engagement 
and pertaining to the latest period presented, whose effects 
management believes are immaterial, both individually 
and in the aggregate, to the financial statements taken as a 
whole.
These amendments are effective for audits of financial statements 
for periods beginning on or after December 15, 1999, with early 
adoption permitted.
SAS No. 90, Audit Committee Communications
SAS No. 90, Audit Committee Communications (AICPA, Profes­
sional Standards, vol. 1, AU secs. 380 and 722), issued by the ASB 
in December 1999, amends SAS No. 61 and SAS No. 71, Interim 
Financial Information (AICPA, Professional Standards, vol. 1, AU 
sec. 722). SAS No. 90 was issued in response to recommendation 
numbers 8 and 10 of the report of the Blue Ribbon Committee 
on Improving the Effectiveness of Corporate Audit Committees, 
which suggest changes to GAAS.
Among other things, the amendment to SAS No. 61 requires an 
auditor to discuss with the audit committees of SEC clients cer­
tain information relating to the auditor’s judgments about the 
quality, not just the acceptability, of the company’s accounting 
principles and underlying estimates in its financial statements. It 
also encourages a three-way discussion among the auditor, man­
agement, and the audit committee. This amendment is effective 
for audits of financial statements for periods ending on or after 
December 15, 2000, with earlier application permitted.
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The amendment to SAS No. 71 clarifies that the accountant 
should communicate to the audit committee or be satisfied, 
through discussions with the audit committee, that matters de­
scribed in SAS No. 61 have been communicated to the audit 
committee by management when they have been identified in the 
conduct of interim financial reporting. This amendment also re­
quires the accountant of an SEC client to attempt to discuss with 
the audit committee the matters described in SAS No. 61 prior to 
the filing of the Form 10-Q. This amendment is effective for re­
views of interim financial information for interim periods ending 
on or after March 15, 2000, with earlier application permitted.
SAS No. 91, Federal GAAP Hierarchy
At its October 1999 meeting, the AICPA Council adopted a res­
olution recognizing the Federal Accounting Standards Advisory 
Board (FASAB) as the body designated to establish GAAP for 
federal government entities under Rule 203 of the AICPA’s Code 
of Conduct. Pursuant to that resolution, Statements o f Federal 
Financial Accounting Standards issued by the FASAB since 
March 1993 are recognized as GAAP for applicable federal gov­
ernmental entities. At its February 2000 meeting, the ASB voted 
to issue SAS No. 91, Federal GAAP Hierarchy (AICPA, Profes­
sional Standards, vol. 1, AU sec. 411), which amends SAS No. 69, 
The Meaning of Present Fairly in Conformity with Generally Ac­
cepted Accounting Principles in the Independent Auditor s Report 
(AICPA, Professional Standards, vol. 1, AU sec. 411), to recognize 
FASAB statements as “level A” GAAP and to establish a hierarchy 
for other FASAB guidance and general accounting literature. SAS 
No. 91 became effective upon its issuance in April 2000.
SAS No. 92, Auditing Derivative Instruments, Hedging 
Activities, and Investments in Securities
In September 2000 the ASB issued SAS No. 92, Auditing Deriva­
tive Instruments, Hedging Activities, and Investments in Securities. 
SAS No. 92 will help auditors plan and perform auditing proce­
dures for financial statement assertions about derivative instru­
ments, hedging activities, and investments in securities. SAS No.
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92 will supersede SAS No. 81, Auditing Investments. The guid­
ance in the SAS applies to—
• Derivative instruments, as that term is defined in FASB 
Statement No. 133, Accounting for Derivative Instruments 
and Hedging Activities.
• Hedging activities in which the entity designates a derivative or 
a nonderivative financial instrument as a hedge of exposure for 
which FASB Statement No. 133 permits hedge accounting.
• Debt and equity securities, as those terms are defined in 
FASB Statement No. 115, Accounting for Certain Invest­
ments in Debt and Equity Securities.
SAS No. 92 is effective for audits of financial statements for fiscal 
years ending on or after June 30, 2001. Early application of the 
SAS is permitted. The ASB also has developed a companion audit 
Guide to help practitioners implement the new SAS. See the “Au­
diting Derivatives” section of this Alert for a more detailed dis­
cussion of the new SAS and companion Guide.
SAS No. 93, Omnibus Statement on Auditing Standards—2000  
Issued by the ASB in October 2000, SAS No. 93—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon 
Procedures to Specified Elements, Accounts, or Items o f a Fi­
nancial Statement (AICPA, Professional Standards, vol. 1, 
AU sec. 622). The guidance in SAS No. 75 will be incorpo­
rated in Statement on Standards for Attestation Engage­
ments (SSAE) No. 4, Agreed-Upon Procedures Agreements 
(AICPA, Professional Standards, vol. 1, AT sec. 600) to con­
solidate the guidance on agreed-upon procedures engage­
ments in professional standards. The withdrawal of SAS 
No. 75 is concurrent with the effective date of SSAE No. 
10, Attestation Standards: Revision and Recodification, sched­
uled to be issued in January 2001. SSAE No. 10 will be ef­
fective for agreed-upon procedures engagements for which 
the subject matter or assertion is as of or for a period ending 
on or after June 1, 2001, with earlier application permitted.
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2. Amends SAS No. 58, Reports on Audited Financial State­
ments (AICPA, Professional Standards, vol. 1, AU sec. 508), 
to include an identification in the auditor’s report of the 
country of origin of the accounting principles used to pre­
pare the financial statements and the auditing standards 
that the auditor followed in performing the audit. This 
amendment withdraws Auditing Interpretation No. 13, 
“Reference to Country of Origin in the Auditor’s Standard 
Report,” of SAS No. 58, Reports on Audited Financial 
Statements (AICPA, Professional Standards, vol. 1, AU sec. 
9508.53—.55). This amendment is effective for reports is­
sued or reissued on or after June 30, 2001. Earlier applica­
tion is permitted.
3. Amends SAS No. 84, Communications Between Predecessor 
and Successor Auditors, to clarify the definition of a prede­
cessor auditor. This amendment is effective for audits of fi­
nancial statements for periods ending on or after June 30, 
2001. Earlier application is permitted.
Auditing Statement of Position
Statement o f Position (SOP) 00-1, Auditing Health Care 
Third-Party Revenues and Related Receivables
Issued under the authority of the ASB on March 10, 2000, this 
SOP provides guidance to auditors regarding uncertainties inher­
ent in health care third-party revenue recognition. It discusses au­
diting matters to consider in testing third-party revenues and 
related receivables and provides guidance regarding the suffi­
ciency of evidential matter and reporting on financial statements 
of health care entities exposed to material uncertainties. This 
SOP applies to audits of health care organizations falling within 
the scope of the AICPA Audit and Accounting Guide, Health 
Care Organizations. Its provisions are effective for audits of peri­
ods ending on or after June 30, 2000. Early application of the 
provisions of this SOP is permitted.
Accounting SOPs issued this year by the AICPA are included in the 
section titled “Accounting Statement of Position” later in this Alert.
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Auditing Interpretations
Auditing Interpretations are issued by the Audit Issues Task Force 
of the ASB to provide timely guidance on the application of au­
diting pronouncements. Interpretations are reviewed by the ASB. 
An Interpretation is not as authoritative as a pronouncement of 
the ASB, but members should be aware that they may have to 
justify a departure from an interpretation if the quality of their 
work is questioned. The following Auditing Interpretations have 
been issued since our last Alert:
1. Interpretation No. 3, “Responsibilities of Service Organi­
zations and Service Auditors With Respect to Information 
About the Year 2000 Issue in a Service Organization’s De­
scription of Controls,” of SAS No. 70 (AICPA, Professional 
Standards, vol. 1, AU sec. 9324.19—.31)
2. Interpretation No. 13, “Reference to Country of Origin in 
the Auditor’s Standard Report,” of SAS No. 58, Reports on 
Audited Financial Statements (AICPA, Professional Stan­
dards, vol. 1, AU sec. 9508.53-55)15
3. Interpretation No. 7, “Management’s and Auditor’s Re­
sponsibilities W ith Regard to Related Party Disclosures 
Prefaced by Terminology Such As Management Believes 
That,” of SAS No. 45, Related Parties (AICPA, Professional 
Standards, vol. 1, AU sec. 9334.22-.23)
4. Interpretation “The Meaning of the Term Misstatement" of 
SAS No. 47, Audit Risk and Materiality in Conducting an Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 9312.01—.04)
5. Interpretation “Evaluating Differences in Estimates” of SAS 
No. 47, Audit Risk and Materiality in Conducting an Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
6. Interpretation “Quantitative Measures of Materiality in 
Evaluating Audit Findings” of SAS No. 47, Audit Risk and 
Materiality in Conducting an Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 9312.10—.14)
15. Withdrawn by SAS No. 93. See the New Auditing and Attestation Pronounce­
ments section of this Alert for further information.
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7. Interpretation “Considering the Qualitative Characteris­
tics of Misstatements” of SAS No. 47, Audit Risk and Ma­
teriality in Conducting an Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 9312.15—.17)
Help Desk—The full text of these Interpretations can 
be obtained at the AICPA Web site at www.aicpa.org/ 
members/div/auditstd/announce/index.htm.
Quality Control Standards
Statements on Quality Control Standards (SQCS) are issued by 
the ASB. Firms that are enrolled in an Institute-approved practice- 
monitoring program are obligated to adhere to quality control 
standards established by the Institute.
SQCS No. 4, System o f Quality Control for a CPA Firm's Account­
ing and Auditing Practice, issued in May 2000, amends paragraph 
18 of SQCS No. 2, System of Quality Control for a CPA Firms Ac­
counting and Auditing Practice. It is applicable to a CPA firm's sys­
tem of quality control for its accounting, auditing, and attestation 
practice as of January 1, 2000.
Issued in May 2000, SQCS No. 5, The Personnel Management Ele­
ment of a Firms System of Quality Control—Competencies Required by 
a Practitioner-in-Charge o f an Attest Engagement, is applicable to a 
CPA firm's system of quality control for its accounting and auditing 
practice as of June 30, 2000. Earlier implementation is encouraged.
Help Desk—The full text of these Quality Control Standards can 
be found in the May 2000 edition of the Journal of Accountancy.
New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification
The ASB expects to issue SSAE No. 10, Attestation Standards: Revision 
and Recodification in January 2001. SSAE No. 10 does the following:
• Changes the title of AT section 101 to Attest Engagements
• Changes the definition of an attest engagement into a 
statement of applicability of the standard, as follows:
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This statement applies to engagements in which a certi­
fied public accountant in the practice of public account­
ing (hereinafter referred to as a practitioner) is engaged to 
issue or does issue an examination, a review or an agreed- 
upon procedures report on subject matter, or an assertion 
about the subject matter, that is the responsibility of an­
other party.
• Revises the third general standard to focus on the essential 
elements of criteria: the criteria must be suitable and must 
be available to users. The subject matter also must be capa­
ble of reasonably consistent evaluation against the criteria.
• Enables true direct reporting on subject matter by elimi­
nating the requirement to make reference to the assertion 
in the practitioner’s report.
• Provides expanded guidance on the circumstances in 
which the use of attest reports should be restricted to spec­
ified parties.
• Supersedes SSAE Nos. 1 through 9.
The new standard also revises and renumbers the AT sections as 
follows:
New Existing
AT section AT section
Attest Engagements 101 100
Agreed-Upon Procedures Engagements 201 600
Financial Forecasts and Projections 301 200
Reporting on Pro Forma Financial Information 401 300
Reporting on an Entity’s Internal Control Over 
Financial Reporting 501 400
Compliance Attestation 601 500
Management's Discussion and Analysis 701 700
The new SSAE also eliminates the requirement in AT section 
201, Agreed-Upon Procedures Engagements, for the practitioner to 
obtain a written assertion in an agreed-upon procedures attest en­
gagement. It also incorporates changes needed as a result of the 
withdrawal of SAS No. 75, Engagements to Apply Agreed-Upon
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Procedures to Specified Elements, Accounts, or Items o f a Financial 
Statement. That withdrawal is reflected in SAS No. 93, Omnibus 
Statement on Auditing Standards—2000.
SSAE No. 10 is effective when the subject matter or assertion is as 
of or for a period ending on or after June 1, 2001. Early applica­
tion is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to 
understand and apply the provisions of SSAE No. 10. It is ex­
pected to become available during the first quarter of 2001.
Executive Summary— New Auditing and Attestation Pronouncements
• SAS No. 88, Service Organizations and Reporting on Consistency, is­
sued in December 1999 and was effective upon issuance.
• SAS No. 89, A u dit Adjustments, issued in December 1999 and is ef­
fective for audits of financial statements for periods beginning on or 
after December 15, 1999, with earlier adoption permitted.
• SAS No. 90, A udit Committee Communications, issued in December
1999. The amendment to SAS No. 61 is effective for audits of fi­
nancial statements for periods ending on or after December 15,
2000, with earlier application permitted. The amendment to SAS 
No. 71 is effective for reviews of interim financial information for 
interim periods ending on or after March 15, 2000, with earlier ap­
plication permitted.
• SAS No. 91, Federal GAAP Hierarchy, issued in April 2000, this 
amendment to SAS No. 69, was effective upon issuance.
• SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and  
Investments in Securities, was issued in September 2000 and is effec­
tive for audits of financial statements for fiscal years ending on or 
after June 30, 2001.
• SAS No. 93, Omnibus Statement on A uditing Standards—2000, was 
issued in September 2000.
• SOP 00-1, A uditing Health Care Third-Party Revenues an d  Related 
Receivables, was issued in March of this year.
• New Auditing Interpretations and SQCSs were issued this year.
• SSAE No. 10, Attestation Standards: Revision and  Recodification, is 
expected to be issued in January 2001.
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New GAAP Pronouncements
What new accounting pronouncements have been issued this year?
In this section we present brief summaries of accounting pro­
nouncements issued since the publication of last year’s Alert. The 
summaries are for informational purposes only and should not be 
relied on as a substitute for a complete reading of the applicable 
standard. For information on accounting standards issued subse­
quent to the writing of this Alert, please refer to the Web sites 
provided throughout this section. You may also look for an­
nouncements of newly issued standards in the CPA Letter and the 
Journal o f Accountancy.
FASB Pronouncements
FASB Statement No. 138, Accounting for Certain Derivative 
Instruments and Certain Hedging Activities, an amendment o f  
FASB Statement No. 133
FASB Statement No. 138 addresses a limited number of issues 
causing implementation difficulties for numerous entities that 
apply FASB Statement No. 133. This Statement amends the ac­
counting and reporting standards of FASB Statement No. 133 for 
certain derivative instruments and certain hedging activities as in­
dicated in the following paragraphs.
1. The normal purchases and normal sales exception in para­
graph 10(b) may be applied to contracts that implicitly or 
explicitly permit net settlement, as discussed in paragraphs 
9(a) and 57(c)(1), and contracts that have a market mech­
anism to facilitate net settlement, as discussed in para­
graphs 9(b) and 57(c)(2).
2. The specific risks that can be identified as the hedged risk 
are redefined so that in a hedge of interest rate risk, the risk 
of changes in the benchmark interest rate (benchmark in­
terest rate is defined in paragraph 4(jj) of FASB Statement 
No. 138) would be the hedged risk.
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3. Recognized foreign-currency-denominated assets and liabili­
ties for which a foreign currency transaction gain or loss is rec­
ognized in earnings under the provisions of paragraph 15 of 
FASB Statement No. 52, Foreign Currency Translation, may be 
the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the 
hedging instruments in cash flow hedges of foreign cur­
rency risk in the consolidated financial statements if those 
intercompany derivatives are offset by unrelated third- 
party contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 
for decisions made by the FASB relating to the Derivatives Imple­
mentation Group (DIG) process. Certain decisions arising from 
the DIG process that required specific amendments to FASB State­
ment No. 133 are incorporated into FASB Statement No. 138.
FASB Statement No. 139, Rescission o f FASB Statement No. 53 
and Amendments to FASB Statements No. 63, 89, and 121
FASB Statement No. 139 rescinds FASB Statement No. 53, Fi­
nancial Reporting by Producers and Distributors o f Motion Picture 
Films. An entity that previously was subject to the requirements 
of Statement 53 shall follow the guidance in AICPA SOP 00-2, 
Accounting by Producers or Distributors o f Films. This Statement 
also amends FASB Statement Nos. 63, Financial Reporting by 
Broadcasters, 89, Financial Reporting and Changing Prices, and 
121, Accounting for the Impairment o f Long-Lived Assets and for 
Long-Lived Assets to Be Disposed Of.
Statement No. 139 is effective for financial statements for fiscal 
years beginning after December 15, 2000. Earlier application is 
permitted only upon early adoption of the SOP.
FASB Statement No. 140, Accounting for Transfers and Servicing 
o f Financial Assets and Extinguishments o f Liabilities, a 
replacement o f FASB Statement No. 125
Issued in September 2000, FASB Statement No. 140 replaces 
FASB Statement No. 125, Accounting for Transfers and Servicing
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o f Financial Assets and Extinguishments o f Liabilities. It revises the 
standards for accounting for securitizations and other transfers 
of financial assets and collateral and requires certain disclosures, 
but it carries over most of Statement 125’s provisions without 
reconsideration.
The Statement provides accounting and reporting standards for 
transfers and servicing of financial assets and extinguishments of 
liabilities. Those standards are based on consistent application of 
a financial-components approach that focuses on control. Under 
that approach, after a transfer of financial assets, an entity recog­
nizes the financial and servicing assets it controls and the liabili­
ties it has incurred, derecognizes financial assets when control has 
been surrendered, and derecognizes liabilities when extinguished. 
Statement No. 140 provides consistent standards for distinguish­
ing transfers of financial assets that are sales from transfers that 
are secured borrowings.
A transfer of financial assets in which the transferor surrenders 
control over those assets is accounted for as a sale to the extent 
that consideration other than beneficial interests in the trans­
ferred assets is received in exchange. The transferor has surren­
dered control over transferred assets if and only if all of the 
following conditions are met:
1. The transferred assets have been isolated from the trans­
feror—put presumptively beyond the reach of the trans­
feror and its creditors, even in bankruptcy or other 
receivership.
2. Each transferee (or, if the transferee is a qualifying special- 
purpose entity (SPE), each holder of its beneficial interests) 
has the right to pledge or exchange the assets (or beneficial 
interests) it received, and no condition both constrains the 
transferee (or holder) from taking advantage of its right to 
pledge or exchange and provides more than a trivial bene­
fit to the transferor.
3. The transferor does not maintain effective control over the 
transferred assets through either (a) an agreement that 
both entitles and obligates the transferor to repurchase or
51
redeem them before their maturity or (b) the ability to uni­
laterally cause the holder to return specific assets, other 
than through a cleanup call.
The Statement requires that liabilities and derivatives incurred or 
obtained by transferors as part of a transfer of financial assets be 
initially measured at fair value, if practicable. It also requires that 
servicing assets and other retained interests in the transferred as­
sets be measured by allocating the previous carrying amount be­
tween the assets sold, if any, and retained interests, if any, based 
on their relative fair values at the date of the transfer.
The Statement requires that servicing assets and liabilities be sub­
sequently measured by (a) amortization in proportion to and over 
the period of estimated net servicing income or loss and (b) as­
sessment for asset impairment or increased obligation based on 
their fair values.
The Statement requires that a liability be derecognized if and 
only if either (a) the debtor pays the creditor and is relieved of its 
obligation for the liability or (b) the debtor is legally released 
from being the primary obligor under the liability either judi­
cially or by the creditor. Therefore, a liability is not considered ex­
tinguished by an in-substance defeasance.
The Statement provides implementation guidance for assessing 
isolation of transferred assets; conditions that constrain a trans­
feree; conditions for an entity to be a qualifying SPE; accounting 
for transfers of partial interests; measurement of retained inter­
ests; servicing of financial assets; securitizations, transfers of sales- 
type and direct financing lease receivables; securities lending 
transactions; repurchase agreements, including “dollar rolls,” 
“wash sales,” loan syndications, and participations; risk participa­
tions in banker's acceptances; factoring arrangements; transfers of 
receivables with recourse; and extinguishments of liabilities. The 
Statement also provides guidance about whether a transferor has 
retained effective control over assets transferred to qualifying 
SPEs through removal-of-accounts provisions, liquidation provi­
sions, or other arrangements.
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The Statement requires a debtor to (a) reclassify financial assets 
pledged as collateral and report those assets in its statement of fi­
nancial position separately from other assets not so encumbered if 
the secured party has the right by contract or custom to sell or re­
pledge the collateral and (b) disclose assets pledged as collateral 
that have not been reclassified and separately reported in the 
statement of financial position. The Statement also requires a se­
cured party to disclose information about collateral that it has ac­
cepted and is permitted by contract or custom to sell or repledge. 
The required disclosure includes the fair value at the end of the 
period of that collateral, and of the portion of that collateral that 
it has sold or repledged, and information about the sources and 
uses of that collateral.
The Statement requires an entity that has securitized financial assets 
to disclose information about accounting policies, volume, cash 
flows, key assumptions made in determining fair values of retained 
interests, and sensitivity of those fair values to changes in key as­
sumptions. It also requires that entities that securitize assets disclose 
for the securitized assets and any other financial assets it manages to­
gether with them (a) the total principal amount outstanding, the 
portion that has been derecognized, and the portion that continues 
to be recognized in each category reported in the statement of fi­
nancial position, at the end of the period; (b) delinquencies at the 
end of the period; and (c) credit losses during the period.
In addition to replacing FASB Statement No. 125 and rescinding 
FASB Statement No. 127, Deferral o f the Effective Date o f Certain 
Provisions o f FASB Statement No. 125, this Statement carries forward 
the actions taken by FASB Statement No. 125. FASB Statement 
No. 125 superseded FASB Statement Nos. 76, Extinguishment o f  
Debt, and 77, Reporting by Transferors for Transfers o f Receivables with 
Recourse. FASB Statement No. 125 amended FASB Statement No. 
115, Accounting for Certain Investments in Debt and Equity Securities, 
to clarify that a debt security may not be classified as held-to- 
maturity if it can be prepaid or otherwise settled in such a way that 
the holder of the security would not recover substantially all of its 
recorded investment. FASB Statement No. 125 amended and ex­
tended to all servicing assets and liabilities the accounting standards
53
for mortgage servicing rights now in FASB Statement No. 65, Ac­
counting for Certain Mortgage Banking Activities, and superseded 
FASB Statement No. 122, Accounting for Mortgage Servicing Rights. 
FASB Statement No. 125 also superseded FASB Technical Bulletins 
No. 84-4, In-Substance Defeasance o f Debt, and No. 85-2, Account­
ing for Collateralized Mortgage Obligations (CMOs), and amended 
FASB Technical Bulletin No. 87-3, Accounting for Mortgage Servic­
ing Fees and Rights.
FASB Statement No. 125 was effective for transfers and servicing 
of financial assets and extinguishments of liabilities occurring 
after December 31, 1996, and on or before March 31, 2001, ex­
cept for certain provisions. FASB Statement No. 127 deferred 
until December 31, 1997, the effective date (a) of paragraph 15 
of FASB Statement No. 125 and (b) for repurchase agreement, 
dollar-roll, securities lending, and similar transactions, of para­
graphs 9 through 12 and 237(b) of FASB Statement No. 125.
The Statement is effective for transfers and servicing of financial as­
sets and extinguishments of liabilities occurring after March 31, 
2001. The Statement is effective for recognition and reclassification 
of collateral and for disclosures relating to securitization transactions 
and collateral for fiscal years ending after December 15, 2000. Dis­
closures about securitization and collateral accepted need not be re­
ported for periods ending on or before December 15, 2000, for 
which financial statements are presented for comparative purposes.
The Statement is to be applied prospectively with certain excep­
tions. Other than those exceptions, earlier or retroactive applica­
tion of its accounting provisions is not permitted.
FASB Interpretation 44, Accounting for Certain Transactions 
Involving Stock Compensation, an interpretation of APB 
Opinion No. 2516
APB Opinion 25, Accounting for Stock Issued to Employees, was is­
sued in October 1972. Since its issuance, questions have been
16. Certain implementation issues regarding FASB Interpretation No. 44, as well as cer­
tain issues regarding the application of APB Opinion 25 that are not addressed by 
Interpretation No. 44, are being addressed by the EITF in Issue No. 00-23.
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raised about its application and diversity in practice has devel­
oped. During its consideration of the accounting for stock-based 
compensation, which led to the issuance of FASB Statement No. 
123, Accounting for Stock-Based Compensation, the FASB decided 
not to address practice issues related to APB Opinion 25 because 
it had planned to supersede the Opinion. However, FASB State­
ment No. 123 permits entities to continue applying APB Opinion 
25 to stock compensation involving employees. Consequently, 
questions remain about the application of APB Opinion 25 in a 
number of different circumstances.
Interpretation No. 44 clarifies the application of APB Opinion 
25 for only certain issues. It does not address any issues related to 
the application of the fair value method in FASB Statement No. 
123. The issues addressed herein were selected after receiving 
input from members of both the FASB EITF and the task force 
on stock compensation that assisted in the development of FASB 
Statement No. 123. Among other issues, Interpretation No. 44 
clarifies (a) the definition of employee for purposes of applying 
APB Opinion 25, (b) the criteria for determining whether a plan 
qualifies as a noncompensatory plan, (c) the accounting conse­
quence of various modifications to the terms of a previously fixed 
stock option or award, and (d) the accounting for an exchange of 
stock compensation awards in a business combination.
In considering those issues, the FASB focused on interpreting 
APB Opinion 25. The FASB decided not to amend the APB 
Opinion 25 framework because most of the problems inherent in 
the APB Opinion 25 intrinsic value method are addressed in 
Statement 123 through that Statements recommended fair value 
method. Consequently, in determining the guidance in this In­
terpretation, the FASB reached its conclusions within the frame­
work of APB Opinion 25 and did not refer to concepts 
underlying the fair value method described in FASB Statement 
No. 123.
Interpretation No. 44 is effective July 1, 2000, but certain con­
clusions in the Interpretation cover specific events that occur after 
either December 15, 1998, or January 12, 2000. To the extent 
that the Interpretation covers events occurring during the period
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after December 15, 1998, or January 12, 2000, but before the ef­
fective date of July 1, 2000, the effects of applying the Interpreta­
tion are recognized on a prospective basis from July 1, 2000.
Executive Summary— FASB Pronouncements
• FASB Statement No. 138, Accounting for Certain Derivative Instru­
ments and Certain Hedging Activities, an amendment of FASB State­
ment No. 133
• FASB Statement No. 139, Recission of FASB Statement No. 53 and 
amendments to FASB Statements No. 63, 89, and 121
• FASB Statement No. 140, Accounting for Transfers and Servicing of 
Financial Assets and Extinguishments of Liabilities, a replacement of 
FASB Statement No. 125
• FASB Interpretation No. 44, Accounting for Certain Transactions Involv­
ing Stock Compensation—an interpretation of APB Opinion No. 25
Accounting Statement of Position17
SOP 00-2, Accounting by Producers or Distributors o f Films
Issued by the AICPA Accounting Standards Executive Commit­
tee (AcSEC)18 in August 2000, SOP 00-2, Accounting by Produc­
ers or Distributors o f Films, specifies the accounting for films, 
television specials, television series, or similar products (including 
animated films and television programming) that are sold, li­
censed, or exhibited, whether produced on film, video tape, digi­
tal, or other video recording formation. Certain of the SOP’s 
requirements differ from those in FASB Statement No. 53, Fi­
nancial Reporting by Producers and Distributors o f Motion Picture 
Films or practice. SOP 00-2 replaces FASB Statement No. 53 
(which was rescinded by FASB Statement No. 139) and is effec­
tive for financial statements for fiscal years beginning after De­
cember 15, 2000. Earlier application is encouraged.
17. SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, 
which was issued under the authority o f the ASB, is discussed in the “New Auditing 
and Attestation Pronouncements” section of this Alert.
18. AcSEC has also issued two new audit and accounting Guides this year, for life and 
health insurance entities, and investment companies. See On the Bookshelf later in 
this Alert for order information.
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Help Desk—AICPA staff, assisted by industry experts, has re­
leased technical questions and answers (Q&As) on financial ac­
counting and reporting issues related to SOP 00-2, Accounting 
by Producers or Distributors of Films. You can find the Q&As in 
the accounting standards section of the AICPA Web site at 
www.aicpa.org/members/div/acctstd/general/othitem.htm.
E IT F  Consensus Positions
The EITF was established by the FASB in July 1984 to assist in 
improving financial reporting through the timely identification, 
discussion, and resolution of financial issues within the frame­
work of existing authoritative literature. The application of EITF 
consensuses (category c of the GAAP hierarchy) effective after 
March 15, 1992, is mandatory under SAS No. 69, The Meaning 
o f Present Fairly in Conformity With Generally Accepted Ac­
counting Principles in the Independent Auditor's Report. Any EITF 
consensus issued before March 16, 1992, becomes effective in the 
hierarchy for initial application of an accounting principle after 
March 15, 1993. The EITF meets approximately every eight 
weeks. All meetings are announced by the FASB in its Action 
Alert, together with a listing of the topics on the meeting agenda. 
The following table contains a summary of EITF issues discussed 
from November 1999 through the September 2000 meetings.19
19. This table reflects information contained in the minutes to the September 2000 
EITF meeting. Look to the EITF Abstracts for final language. The Abstracts can be 
ordered directly from the FASB (www.fasb.org).
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EITF 
Issue No.
98-2
Description
Accounting by a Subsidiary or Joint Ven­
ture for an Investment in the Stock of Its 
Parent Company or Joint Venture Partner
Date of 
Consensus/Status
Originally discussed March 
18-19, 1998. At the May 
17-18, 2000, meeting, the 
task force agreed that this 
issue should not be reacti­
vated based on the FASB’s 
preliminary decision in its 
liabilities and equity project.
(continued)
EITF
Issue No. Description
Date o f
Consensus/Status
98-3
98-4
98-9
98-11
99-11
99-12
99-14
99-15
Determining Whether a Nonmonetary 
Transaction Involves Receipt o f Productive 
Assets or o f a Business
Accounting by a Joint Venture for Busi­
nesses Received at Its Formation
Accounting for Contingent Rent
Accounting for Acquired Temporary 
Differences in Certain Purchase 
Transactions That Are Not Accounted 
for as Business Combinations
Subsequent Events Caused by Year 2000
Determination o f the Measurement Date 
for the Market Price o f Acquirer Securities 
Issued in a Purchase Business Combination
Recognition of Losses on Firmly Committed 
Executory Contracts
Accounting for Decreases in Deferred Tax 
Asset Valuation Allowances Established in 
a Purchase Business Combination as a 
Result o f a Change in Tax Regulations
Originally discussed March
18—19, 1998. Consensuses 
were reached January
19-20, 2000.
Originally discussed March
18-19, 1998. Further dis­
cussion is planned.
Originally discussed with 
consensuses reached May
21, 1998. At September 
23—24, 1998, prior con­
sensus on lessee account­
ing was withdrawn and 
new consensus reached. At 
November 18—19, 1998,
a May 21, 1998 consensus 
was withdrawn and trans­
ition guidance was given. 
Final guidance issued Jan­
uary 19—20, 2000. No fur­
ther discussion is planned.
Originally discussed Sep­
tember 23—24, 1998. Con­
sensuses reached May
19—20, 1999. Revisions 
were made to Abstracts, 
January 19—20, 2000.
Originally discussed July
22, 1999. Consensuses 
were reached November 
17-18, 1999.
Originally discussed Sep­
tember 23, 1999. Consen­
suses were reached January 
19-20, 2000.
Originally discussed Nov­
ember 17-18, 1999. Fur­
ther discussion is planned.
Consensus reached Nov­
ember 17-18, 1999.
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EITF
Issue No. Description
Date o f
Consensus/Status
99-16 Accounting for Transactions with Elements 
of Research and Development Arrangements
99-17 Accounting for Advertising Barter 
Transactions
99-18 Effect on Pooling-of-Interests Accounting of  
Contracts Indexed to a Company’s Own Stock
99-19 Reporting Revenue Gross as a Principal 
versus Net as an Agent
99-20 Recognition of Interest Income and Impair­
ment on Purchased and Retained Beneficial 
Interests in Securitized Financial Assets
00-1 Investor Balance Sheet and Income State­
ment Display under the Equity Method 
for Investments in Certain Partnerships 
and Other Ventures
00-2 Accounting for Web Site Development Costs
00-3
00-4
Application of AICPA Statement of Position 
97-2, to Arrangements That Include the 
Right to Use Software Stored on Another 
Entity’s Hardware
Majority Owner’s Accounting for a Trans­
action in the Shares o f a Consolidated 
Subsidiary and a Derivative Indexed to 
the Minority Interest in That Subsidiary 
and a Derivative20
Originally discussed Nov­
ember 17—18, 1999. Con­
sensus was reached 
January 19-20, 2000.
This issue has been 
dropped from the EITF 
agenda.
Originally discussed March 
16, 2000. Consensus was 
reached July 19-20, 2000.
Originally discussed Nov­
ember 17—18, 1999. Con­
sensus was reached July 
19-20, 2000. Revisions 
were made to the Abstracts, 
September 20—21, 2000.
Originally discussed Jan­
uary 19—20, 2000. Con­
sensuses were reached May 
17—18, 2000. Revisions 
were made to the Abstracts 
July 19-20, 2000.
Originally discussed 
January 19—20, 2000. 
Consensuses were reached 
March 16, 2000.
Originally discussed Jan­
uary 19—20, 2000. Con­
sensuses were reached 
March 16, 2000.
Originally discussed Jan­
uary 19—20, 2000. Con­
sensus was reached July 
19-20, 2000.
(continued)
20. Issue No. 00-4 is a subset of EITF Issue No. 00-6.
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Originally discussed Nov­
ember 17-18, 1999. Con­
sensus was reached May 
17-18, 2000.
EITF
Issue No. Description
Date o f
Consensus/Status
00-5
00-6
00-7
00-8
00-9
00-10
00-11
00-12
00-13
00-14
00-15
Determining Whether a Nonmonetary 
Transaction Is an Exchange o f Similar 
Productive Assets
Accounting for Freestanding Derivative 
Financial Instruments Indexed to, and 
Potentially Settled in, the Stock o f a 
Consolidated Subsidiary
Application o f Issue No. 96-13 to Equity 
Derivative Instruments That Contain 
Certain Provisions That Require Net Cash 
Settlement I f  Certain Events Outside the 
Control o f the Issuer Occur
Accounting by a Grantee for an Equity 
Instrument to Be Received in Conjunction 
with Providing Goods or Services
Classification o f a Gain or Loss from a 
Hedge o f Debt That Is Extinguished
Accounting for Shipping and Handling 
Fees and Costs
Meeting the Ownership Transfer Require­
ments o f FASB Statement No. 13 for Leases 
o f Real Estate
Accounting by an Investor for Stock-Based 
Compensation Granted to Employees o f an 
Equity Method Investee
Determining Whether Equipment Is 
“Integral Equipment” Subject to FASB 
Statements No. 66  and No. 98
Accounting for Certain Sales Incentives
Classification in the Statement o f Cash 
Flows o f the Income Tax Benefit Received 
by a Company upon Exercise o f a 
Nonqualified Employee Stock Option
Originally discussed March 
16, 2000. Consensuses 
were reached September 
20-21, 2000.
Originally discussed March 
16, 2000. Consensuses were 
reached on some issues, 
July 19-20, 2000 with 
further discussion planned.
Consensus was reached 
March 16, 2000.
Consensus was reached 
March 16, 2000. Revisions 
were made to the Abstracts, 
May 17-18, 2000.
Consensuses were reached 
May 17-18, 2000.
Originally discussed May 
17-18, 2000. Consensuses 
were reached July 19-20, 
2000, and September 
20-21, 2000.
Originally discussed May 
17-18, 2000. Further 
discussion is planned.
Originally discussed May 
17-18, 2000. Consensuses 
were reached July 19—20, 
2000.
Consensus was reached 
May 17-18, 2000.
Consensuses were reached 
May 17—18, 2000. Revisions 
were made to the Abstracts, 
September 20—21, 2000.
Consensuses were reached 
July 19-20, 2000.
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EITF
Issue No. Description
Date o f
Consensus/Status
00-16 Recognition and Measurement o f Employer 
Payroll Taxes on Employee Stock-Based 
Compensation
00-17 Measuring the Fair Value o f Energy-Related 
Contracts in Applying Issue No. 98-10
00-18 Accounting Recognition for Certain
Transactions involving Equity Instruments 
Granted to Other Than Employees
00-19 Determination o f  Whether Share Settlement 
Is within the Control o f the Company for 
Purposes o f Applying Issue No. 96-13
00-20 Accounting for Costs Incurred to Acquire or 
Originate Information for Database Content 
and Other Collections o f Information
00-21 Accounting for Multiple-Element Revenue 
Arrangements
00-22 Accounting for “Points” and Certain Other 
Time-Based or Volume-Based Sales Incentive 
Offers, and Offers for Free Products or 
Services to Be Delivered in the Future
00-23 Issues Related to the Accounting for Stock 
Compensation under APB Opinion No. 25  
and FASB Interpretation No. 44
00-24 Revenue Recognition: Sales Arrangements 
That Include Specified-Price Trade-in Rights
00-25 Accounting for Consideration from a Vendor 
to a Retailer in Connection with the Purchase 
or Promotion o f the Vendor’s Products
Consensuses were reached 
July 19-20, 2000.
Consensuses were reached 
July 19-20, 2000.
Originally discussed July 
19-20, 2000. Further 
discussion is planned.
Originally discussed July
19—20, 2000. Consensuses 
were reached on certain 
issues September 20-21,
2000. Further discussion 
is planned.
Originally discussed Sep­
tember 20-21, 2000. Fur­
ther discussion is planned.
Originally discussed July
19-20, 2000. Further 
discussion is planned.
Originally discussed Sep­
tember 20—21, 2000. Fur­
ther discussion is planned.
Originally discussed Sep­
tember 20—21, 2000. 
Consensuses reached on 
certain issues. Further 
discussion is planned.
Originally discussed Sep­
tember 20-21, 2000. Fur­
ther discussion is planned.
Originally discussed Sep­
tember 20—21, 2000. Fur­
ther discussion is planned.
Federal Accounting Standards Advisory Board Statements
At its October 1999 meeting, the AICPA’s governing Council 
adopted a resolution recognizing the Federal Accounting Stan­
dards Advisory Board (FASAB) as the body designated to establish
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GAAP for federal government entities under Rule 203 of its Code 
of Conduct. Pursuant to the resolution, statements of federal fi­
nancial accounting standards issued by the FASAB since March 
1993 are recognized as GAAP for the applicable federal govern­
mental entities.
In response to the Council’s vote, the ASB issued SAS No. 91, 
Federal GAAP Hierarchy, an amendment to SAS No. 69, The 
Meaning of  Present Fairly in Conformity W ith Generally Ac­
cepted Accounting Principles in the Independent Auditors Report 
(See the “New Auditing and Attestation Pronouncements” sec­
tion of this Alert). The amendment recognizes FASAB statements 
as “level A” GAAP and establishes a hierarchy for other FASAB 
guidance and general accounting literature to account for trans­
actions not specifically addressed by FASAB statements.
When reporting on financial statements prepared in accordance 
with FASAB statements, auditors should immediately begin re­
ferring to such basis of accounting as GAAP rather than an other 
comprehensive basis of accounting. In evaluating the accounting 
for transactions not specifically addressed by FASAB statements, 
auditors may wish to consider the proposed amendment to SAS 
No. 69 in conjunction with the GAAP hierarchy described (AU 
secs. 411.05-.07).
New Standard Issued by FASAB
Issued in July 2000, Statement of Federal Financial Accounting 
Standards (SFFAS) No. 18, Amendments to Accounting Standards 
for Direct Loans and Loan Guarantees in SFFAS No. 2, contains 
accounting standards that are effective for periods beginning after 
September 30, 2000. Earlier implementation is encouraged.
Independence and Other Ethics Standards
What new independence and ethics standards have been issued?
In this section we present brief summaries of independence and 
other ethics standards issued since the publication of last year’s
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Alert. The summaries are for informational purposes only and 
should not be relied on as a substitute for a complete reading of 
the applicable standard. For information on standards issued sub­
sequent to the writing of this Alert, please refer to the Web sites 
provided throughout this section. You may also look for an­
nouncements of newly issued standards in the CPA Letter and the 
Journal o f Accountancy.
New ISB Standards
The Independence Standards Board (ISB) was established in May 
1997 as part of an agreement between the AICPA and the SEC. Its 
charge is to establish, maintain, and improve independence stan­
dards for external auditors of SEC registrants. Although the SEC 
retains its statutory authority to define independence, it recognizes 
the responsibility of the ISB in establishing independence stan­
dards and interpretations for auditors of public entities. The SEC 
also considers principles, standards, interpretations, and practices 
issued by the ISB as having substantial authoritative support. Note 
that the pronouncements of the ISB apply to auditors of publicly 
held entities only. The functioning of the ISB does not affect the 
authority of state licensing or disciplinary authorities regarding au­
ditor independence. Also, it does not affect the AICPA’s rules on 
independence as they relate to auditors of nonpublic entities.
Following is a summary of the independence standards issued by 
the ISB since our last Alert.
ISB Standard No. 2, Certain Independence Implications o f  
Audits o f  Mutual Funds and Related Entities
Issued in December 1999 and amended in July 2000, this Inde­
pendence Standard requires the audit firm, certain of its retire­
ment plans, the audit engagement team, and those in a position 
to influence the audit, when the firm is auditing mutual funds, to 
be independent of all sister funds and all related nonfund entities. 
In addition, when auditing a related nonfund entity, indepen­
dence would be required by the same entities and individuals of 
all funds in the mutual fund complex.
63
This standard permits direct investment in nonaudit client sister 
funds by all other partners and employees of the firm. Spouses 
and dependents of partners, other than those on the audit en­
gagement team or in a position to influence the audit, may also 
invest through an employee benefit plan in mutual funds that are 
audit clients.
This standard is effective with respect to audits of financial state­
ments for periods beginning sixty days after existing rules of the 
SEC are modified to remove conflicts with the standard. The 
SEC has proposed rulemaking with regard to its independence 
rules, including consideration of the provisions of this standard. 
Notification of relevant actions by the SEC will be posted to the 
ISB’s Web site at www.cpaindependence.org when confirmation 
is received by the board.
ISB Standard No. 3, Employment with Audit Clients
Issued in July 2000, this standard describes safeguards that 
firms should implement when their professionals join firm 
audit clients. These safeguards are designed to assist in ensur­
ing that—
1. Professionals who are broadly evaluating their career op­
tions will exercise an appropriate level of skepticism while 
performing audits prior to their departure from the firm.
2. A former firm professional now employed by the client 
cannot circumvent the audit because of familiarity with its 
design, approach, or testing strategy.
3. The remaining members of the audit team maintain objec­
tivity when evaluating the work and representations of a 
former firm professional now employed by the audit client.
The procedures should be adapted depending on several factors, 
including whether the professional served as a member of the audit 
team, the positions he or she held at the firm and has accepted at 
the client, the length of time that has elapsed since the professional 
left the firm, and the circumstances of his or her departure. The 
standard also specifies the circumstances under which capital and
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retirement balances owed to the departing professional should be 
liquidated or settled to preserve the firm's independence. The stan­
dard’s requirements are effective for employment with audit client 
situations arising after December 31, 2000.
The following Interpretations were issued by the ISB during 2000:
1. ISB Interpretation 00-1, ISB No. 1 and Secondary Auditors
2. ISB Interpretation 00-2, An Amendment of Interpretation 00-1
Help Desk—The full text of these standards and Inter­
pretations, along with information about other ISB pub­
lications and exposure drafts, are posted on the ISB’s 
Web site at www.cpaindependence.org/pubs_db.php3.
AICPA Professional Ethics Rulings and Interpretations
Ethics Interpretations and rulings are promulgated by the execu­
tive committee of the professional ethics division of the AICPA 
to provide Guidelines on the scope and application of ethics 
rules but are not intended to limit such scope or application. 
Publication of an Interpretation or ethics ruling in the Journal o f 
Accountancy constitutes notice to members. Once published, 
pronouncements become effective on the last day of the month 
in which they appear in the Journal o f Accountancy, except as 
may otherwise be stated in the pronouncements. A member who 
departs from Interpretations or rulings shall have the burden of 
justifying such departure in any disciplinary hearing. The full 
text of the interpretations and rules presented here can be found 
in their entirety in the Journal o f Accountancy. The month of 
their publication is provided for reference.
The Professional Ethics Executive Committee has adopted revi­
sions to two interpretations under the Code of Professional Con­
duct: Interpretation No. 101-3, “Performance of Other Services,” 
of ET section 101, Independence (AICPA, Professional Standards, 
vol. 2, ET sec. 101.05), and Interpretation No. 501-1, “Reten­
tion of Client Records,” of ET section 501, Acts Discreditable 
(AICPA, Professional Standards, vol. 2, ET section 501.02). The 
committee has adopted a new ethics ruling under the Code of
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Professional Conduct, Ruling No. 111, “Employee Benefit Plan 
Sponsored by Client” of ET section 101 (AICPA, Professional 
Standards, ET sec. 101.05). (April 2000, Journal of Accountancy)
The committee has made editorial revisions to Interpretation No. 
101-9, “The Meaning of Certain Independence Terminology and 
the Effect of Family Relationships on Independence,” of ET sec­
tion 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.11). 
“Member or Member's Firm” has been revised. The remainder of 
the interpretation is unchanged except for a renumber of footnotes 
following the added material. (May 2000, Journal o f Accountancy)
The committee has made editorial revisions to the paragraph pre­
ceding the interpretations under rule 101 of the Code of Profes­
sional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 
101.01). (July 2000, Journal o f Accountancy)
The committee has revised the following ruling and interpreta­
tion under the Code of Professional Conduct:
• Ruling No. 108 under Rule of Conduct 101, Participation 
of Member, Spouse or Dependent in Retirement, Savings, 
or Similar Plan Sponsored by, or That Invests in, Client. 
(October 2000, Journal o f Accountancy)
• Interpretation 501-5, “Failure to Follow Requirements of 
Governmental Bodies, Commissions, or Other Regulatory 
Agencies.” of ET section 501. (October 2000, Journal o f 
Accountancy)
Help Desk—For more information about the interpreta­
tions and rulings discussed above, visit the Professional 
Ethics Team Web page at www.aicpa.org/members/div/ 
ethics/index.htm. You can also call the Professional 
Ethics Team at (888) 777-7077, menu option 3, fol­
lowed by menu option 2.
PITF Practice Alerts
The PITF, established by the SEC Practice Section (SECPS) Ex­
ecutive committee, formulates guidance based on issues arising in
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peer reviews, firm inspections, and litigation to facilitate the reso­
lution of emerging audit practice issues. This guidance takes the 
form of Practice Alerts. These Alerts—which are based on exist­
ing audit literature, the professional experience of the members of 
the PITF, and information provided by the SECPS member 
firms— provide auditors with information that may help them 
improve the efficiency and effectiveness of their audits. The in­
formation contained in Practice Alerts is nonauthoritative. It rep­
resents the views of the members of the PITF and does not 
represent official positions of the AICPA.
Recently Issued Practice Alerts
• Practice Alert No. 00-4, Quarterly Review Procedures for 
Public Companies
• Practice Alert No. 00-3, Auditing Construction Contracts
• Practice Alert No. 00-2, Quality o f Accounting Principles— 
Guidance for Discussion with Audit Committees
• Practice Alert No. 00-1, Accounting for Certain Equity 
Transactions
Previously Issued Practice Alerts
• Practice Alert No. 99-2, How the Use o f a Service Organiza­
tion Affects Internal Control Considerations
• Practice Alert No. 99-1, Guidance for Independence Discus­
sions with Audit Committees
• Practice Alert No. 98-3, Revenue Recognition Issues
• Practice Alert No. 98-2, Professional Skepticism and Related 
Topics
• Practice Alert No. 98-1, The Auditor’s Use o f Analytical 
Procedures
• Practice Alert No. 97-3, Changes in Auditors and Related 
Topics
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Practice Alert No. 97-2, Audits o f Employee Benefit Plans
• Practice Alert No. 97-1, Financial Statements on the Internet
• Practice Alert No. 96-1, The Private Securities Litigation 
Reform Act o f 1995
• Practice Alert No. 95-3, Auditing Related Parties and Related- 
Party Transactions
• Practice Alert No. 95-2, Complex Derivatives21
• Practice Alert No. 95-1, Revenue Recognition Issues (super­
seded by Practice Alert 98-3)
• Practice Alert No. 94-3, Acceptance and Continuance o f  
Audit Clients
• Practice Alert No. 94-2, Auditing Inventories— Physical 
Observations
• Practice Alert No. 94-1, Dealing with Audit Differences
Help Desk—Copies of these Practice Alerts, as well as 
those that may have been issued after the writing of this 
Alert, can be downloaded from the AICPA’s Web site at 
www.aicpa.org/members/div/secps/lit/practice.htm. 
They can also be found in the AICPA publication Tech­
nical Practice Aids (Product No. 005l40kk)
Beyond the Audit 
Assurance Services Alerts
What are Assurance Services Alerts?
As discussed in last year’s Alert, the AICPA’s Accounting and Au­
diting Publications Team has introduced a new series titled Assur­
ance Services Alerts. The Alerts in this series serve both as an 
introduction to those who are unfamiliar with these emerging 
services and an update of important new developments for those
21. No longer relevant due to recently issued accounting pronouncements relating to 
derivatives.
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who have expanded their practice to include such engagements. 
The premier entrants to the series were CPA ElderCare Services 
and WebTrustSM. Were pleased to announce that a third Alert has 
been added to the series, CPA SysTrustSM.
This year’s Assurance Services Alerts, CPA ElderCare Services— 
2 0 0 0 , Web TrustSM—2 0 0 0 , and CPA SysTrustSM—2 0 0 0  explain, 
among other things—
• The nature and purpose of these new services.
• How to get started.
• Applicable professional standards.
• Sources of additional information.
• Recent practice and industry developments.
The information provided in these Alerts will assist you in ensur­
ing your long-term professional growth by tapping into the full 
potential of CPA ElderCare, WebTrust, and CPA SysTrust services. 
See “Resource Central” later in this Alert for order information.
CPA Performance ViewSM Services
What are CPA Performance View ServicesSM?
CPA Performance View is a recently introduced assurance service 
developed by the AICPA under the direction of the Performance 
Measures Task Force and the Assurance Services Executive Com­
mittee. The CPA Performance View process is a new way for 
CPAs to assist clients in managing their businesses more effi­
ciently and effectively. It also allows CPAs to change their role 
from that of a financial adviser to one of a strategic business 
advisor and to become an integral part of the growth of your 
clients’ businesses. This service is the CPA-branded delivery of 
performance measurement consulting services that will allow 
CPAs to provide a new service to their clients.
Performance measurement is defined as the identification of crit­
ical success factors that lead to measures that can be tracked over 
time to assess progress made in achieving specific targets linked
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to an entity’s vision. The measures track aspects of the entire 
business— both financial and nonfinancial (for example, cus­
tomer satisfaction, employee training and satisfaction, product 
quality, sales calls, and proposals delivered). The theory behind 
performance measurement is not a new fad; it has been around 
for a while and is at the core of other management methodolo­
gies, such as economic value added, market value added, the 
Dupont model, and the balanced scorecard.
CPA Performance View services focus on paring down the infor­
mation management sees to selected key performance indicators 
that will help them make better decisions. By focusing on the key 
performance indicators, management will be able to stay on 
course with the organization’s strategy and easily determine the 
organization’s overall performance. Performance measures have a 
direct correlation to company goals and serve as leading (future- 
oriented) indicators rather than the usual lagging-indicators (for 
example, last quarter’s income or revenues). The use of perfor­
mance measures allows companies to provide a clear link between 
compensation and performance and can be used as a means to 
motivate employees. It also communicates the organization’s 
goals and strategies to employees at all levels of the organization.
As the CPA Performance View service provides management with 
better information that will lead to better decisions, clients will 
come to rely more and more on their CPA to provide value-added 
services and advice. Guidance on expanding your practice to in­
clude this new service can be found in the AICPA Practice Aid 
CPA Performance View: A Practitioner’s Guide to Providing Perfor­
mance Measurement Engagements (Product No. 006606kk).
On the Horizon
What exposure drafts are currently outstanding?
Practitioners should note that the purpose of exposure drafts is to 
solicit comments from preparers, auditors, users of financial 
statements, and other interested parties. They are nonauthorita­
tive and cannot be used as a basis for changing GAAS or GAAP.
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The following is a listing of some of the more significant exposure 
drafts outstanding at the time this Alert was written. Please note 
that AICPA standard-setting committees are now publishing ex­
posure drafts of proposed professional standards exclusively on 
the AICPA’s Web site.
ASB Exposure Draft
Issued in October 2000, the proposed SAS amends SAS No. 55, 
Consideration o f Internal Control in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 319), as amended 
by SAS No. 78, Consideration o f Internal Control in a Financial 
Statement Audit: An Amendment to Statement on Auditing Stan­
dards No. 55  (AICPA, Professional Standards, vol. 1, AU sec. 319) 
to provide guidance to auditors about the effect of information 
technology (IT) on internal control, and on the auditor’s under­
standing of internal control and assessment of control risk. The 
ASB believes the guidance is needed because entities of all sizes 
increasingly are using IT in ways that affect their internal control 
and the auditor’s consideration of internal control in a financial 
statement audit. Consequently, in some circumstances, auditors 
may need to perform tests of controls to perform effective audits.
This proposed SAS amends SAS No. 55, as amended by SAS No. 
78, to—
1. Incorporate and expand on the concept from SAS No. 80, 
Amendment to Statement on Auditing Standards No. 31, Ev­
idential Matter (AICPA, Professional Standards, vol. 1, AU 
sec. 326.14), that in circumstances where a significant 
amount of information supporting one or more financial 
statement assertions is electronically initiated, recorded, 
processed, and reported, the auditor may determine that it 
is not practical or possible to restrict detection risk to an 
acceptable level by performing only substantive tests for 
one or more financial statement assertions. In such cir­
cumstances, the auditor should obtain evidential matter 
about the effectiveness of both the design and operation of 
controls to reduce the assessed level of control risk.
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2. Describe how IT may affect internal control, evidential 
matter, and the auditor’s understanding of internal control 
and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, 
and how IT affects the components of internal control, 
particularly the control activities and information and 
communication components.
4. Provide guidance to help auditors determine whether spe­
cialized skills are needed to consider the effect of computer 
processing on the audit, to understand the controls, or to 
design and perform audit procedures.
5. Clarify that in obtaining an understanding of the entity’s 
financial reporting process, the auditor should understand 
how both standard, recurring entries and nonstandard, 
nonrecurring entries are initiated and recorded, and the 
auditor should also understand the controls that have been 
placed in operation to ensure that such entries are autho­
rized, complete, and correctly recorded.
6. Update terminology and references to IT systems and 
controls.
The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the 
maximum level and performing a substantive audit, if that 
is an effective approach.
2. Change the requirement to perform substantive tests for 
significant account balances and transaction classes.
Help Desk—See the ASB Exposure Drafts Web site at 
www.aicpa.org/members/div/auditstd/drafts.htm for in­
formation on the status of these and other exposure drafts 
issued by the ASB. Note that the AICPA’s standard-setting 
committees are now publishing exposure drafts of pro­
posed professional standards exclusively on the AICPA 
Web site. The AICPA will notify interested parties by e- 
mail about new exposure drafts. To have your email ad­
dress put on the notification list for all AICPA exposure
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drafts, send your e-mail address to memsat@aicpa.org. In­
dicate “exposure draft email list” in the subject header 
field to help process the submissions more efficiently. In­
clude your full name, mailing address and, if known, your 
membership and subscriber number in the message.
AcSEC Exposure Drafts
• Proposed Statement of Position—Accounting for Discounts 
Related to Credit Quality (The final SOP is expected to be 
titled “Accounting for Certain Purchased Loans.”) Decem­
ber 3 0 ,  1998
• Proposed Statement of Position—Amendment to Scope o f  
Statement o f Position 95-2, Financial Reporting by Non­
public Investment Partnerships, to Include Commodity 
Pools; August 15, 2000
• Proposed Statement of Position—Accounting by Certain 
Financial Institutions and Entities That Lend to or Finance 
the Activities o f Others; May 30, 2000
• Proposed Statement of Position—Accounting by Insurance 
Enterprises for Demutualizations and Formations o f Mutual 
Insurance Holding Companies and for Certain Long-Duration 
Participating Contracts; April 3, 2000
• Proposed Statement of Position—Accounting for and Re­
porting o f Certain Health and Welfare Benefit Plan Transac­
tions; March 22, 2000
Help Desk—See the AcSEC Exposure Drafts Web site at 
www.aicpa.org/members/div/acctstd/edo/index.htm for 
information on the status of these and other exposure 
drafts issued by AcSEC.
Professional Ethics Executive Committee Exposure Draft
On April 15, 2000, the Professional Ethics Division issued an ex­
posure draft, Omnibus Proposal o f Professional Ethics Division In­
terpretations and Rulings, containing proposed revisions to four 
ethics pronouncements:
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1. Interpretation No. 101-11, “Independence and the Perfor­
mance of Professional Services Under the Statements on 
Standards for Attestation Engagements and Statement on 
Auditing Standards No. 75, Engagements to Apply Agreed- 
Upon Procedures to Specified Elements, Accounts, or Items o f  
a Financial Statement” o f  ET section 101 (AICPA, Profes­
sional Standards, vol. 2, ET sec. 101.13).
2. Ruling 100 under rule 101: Actions Permitted When Inde­
pendence Is Impaired
3. Ruling 108 under rule 101: Participation o f  Member, 
Spouse or Dependent in Retirement, Savings, or Similar Plan 
Sponsored by, or That Invest in, Client22
4. Interpretation No. 501-5, “Failure to Follow Requirements of 
Government Bodies, Commissions, or Other Regulatory Agencies 
in Performing Attest or Similar Services,” of ET section 501 
(AICPA, Professional Standards, vol. 2, ET sec. 501.06)23
Help Desk—See the AICPA Professional Ethics section of 
the AICPA Web site, www.aicpa.org/members/div/ethics/ 
index.htm for information on the status of these and other 
exposure drafts, along with other ethics-related matters.
FASB Statement Exposure Drafts
• Proposed Statement of Financial Accounting Standards— 
Accounting for the Impairment or Disposal o f Long-Lived As­
sets and for Obligations Associated with Disposal Activities', 
July 12, 2000
• Proposed Statement of Financial Accounting Standards— 
Accounting for Obligations Associated with the Retirement o f 
Long-Lived Assets', February 17, 2000
• Proposed Statement of Financial Accounting Standards— 
Business Combinations and Intangible Assets', September 7 ,  1999
22. Adopted in October 2000. See the “AICPA Professional Ethics Rulings and Inter­
pretations” subsection of this Alert.
2 3 .  Ibid.
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• Proposed Statement of Financial Accounting Standards— 
Consolidated Financial Statements: Purpose and Policy; 
February 23, 1999
Help Desk—See the FASB Web site www.rutgers.edu/ 
Accounting/raw/fasb/draft/draftpg.html for information 
on the status of these and other exposure drafts issued by 
the FASB.
Resource Central 
On the Bookshelf
What other AICPA publications may be of value to my practice?
AICPA Audit and Accounting Guides
Audit and Accounting Guides summarize the practices applicable 
to specific industries and describe relevant matters, conditions, and 
procedures unique to these industries. The accounting guidance in­
cluded in AICPA Audit and Accounting Guides is in the GAAP hi­
erarchy as authoritative GAAP. These Guides are updated for 
authoritative pronouncements through May 1, 2000 (unless other­
wise indicated) and are available from the AICPA for the following 
industries (product numbers are shown in parentheses):
• Agricultural Producers and Cooperatives 2000 (012355kk)
• Airlines 2000 (013184kk)
• Banks and Savings Institutions 2000 (011179kk)
• Brokers and Dealers in Securities 2000 (012182kk)
• Casinos 2000 (013151kk)
• Common Interest Realty Associations 2000 (012489kk)
• Construction Contractors 2000 (012097kk)
• Credit Unions 2000 (012061kk)
• Employee Benefit Plans 2000 (012340kk)
• Entities With Oil and Gas Producing Activities 2000 (012107kk)
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• Federal Government Contractors 2000 (012439kk)
• Finance Companies 2000 (012467kk)
• Health Care Organizations 2000 (012441kk)
• NEW  AUDIT AND ACCOUN TING GUIDE! Invest­
ment Companies 2000 (012364kk)
• NEW  AUDIT AND ACCOUNTING GUIDE! Life and 
Health Insurance Companies 2000 (012500kk)
• Not-for-Profit Organizations 2000 (013393kk)
• Property and Liability Insurance Companies 2000 (011923kk)
• State and Local Governmental Units 2000 (012061kk)
The following general Audit Guides also may be of interest to 
CPAs performing audit and attest engagements:
• Consideration o f Internal Control in a Financial Statement 
Audit 1997 (012451kk)
• Personal Financial Statements 2000 (011136kk)
• Prospective Financial Information 1999 (011179kk)
• Use o f Real Estate Appraisal Information 1997 (013159kk)
• NEW  AUDIT GUIDE! Auditing Derivative Instruments, 
Hedging Activities and Investments in Securities—Practical 
Guidance for Applying SAS No. 92 (012520kk)
AICPA Industry Audit Risk Alerts
The annual industry Audit Risk Alert series provides information 
about current economic, regulatory, and professional develop­
ments in specified industries and practice areas. They assist CPAs 
in planning and performing audit engagements. The 2000/01 
Audit Risk Alerts are available from the AICPA for the following 
industries (product numbers are shown in parentheses):
• Auto Dealerships (022254kk)
• Compilation and Review (022270kk)
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• Construction Contractors (022256kk)
• Common Interest Realty Associations (022255kk)
• Lending and Depository Institutions (022257kk)
• Employee Benefit Plans 1999 (022245kk)
• Health Care (022258kk)
• High Technology (022259kk)
• Insurance (022262kk)
• Investment Companies (022263kk)
• Not-for-Profit Organizations (022246kk)
• Real Estate (022264kk)
• Retail Enterprises (022265kk)
• Securities (022266kk)
• State and Local Governments (022251kk)
This year’s new additions to the Alert series include the following:
• The ABCs o f Independence (022271kk). A must-read basic 
primer on the fundamentals of independence. Whether 
you’re unfamiliar with the standards or need a user-friendly 
refresher course, this Alert is for you.
• SEC Alert (022272kk). This Alert provides valuable insights 
into staff perspectives on numerous accounting and auditing 
issues. The Alert also includes updates on recent SEC activities.
• E-Business Industry Developments (022273kk). The e- 
world awaits. Are you ready? Find out what’s happening in 
the realm of e-business and how it will affect your audits in 
this new Alert.
• Practical Guidance for Implementing SSARS No. 8 (022274kk). 
This new Alert is filled with practical guidance to help you 
understand and apply the new amendments to SSARS No. 1.
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Audit and Accounting Manual (007258kk). The manual is a valuable 
nonauthoritative practice tool designed to provide assistance for 
audit, review, and compilation engagements. It contains numerous 
practice aids, samples, and illustrations—including audit programs; 
sample opinions; checklists; and sample engagement, management 
representation, and confirmation letters. Also included is a special 
section for state and local governmental engagements.
AICPA Practice A id Series. The publications that constitute the 
AICPA Practice Aid Series have been designed to address a broad 
range of topics that affect today’s CPA. From enhancing the effi­
ciency of your practice to developing the new skill sets required 
for a successful transition to meet the challenges of the new mil­
lennium, this series provides practical guidance and information 
to assist in making sense out of a changing and complex business 
environment. The series includes the following:
• Preparing and Reporting on Cash- and Tax-Basis Financial 
Statements (006701kk)
• Financial Statement Reporting and Disclosure Practices for 
Employee Benefit Plans— NEW  UPDATED EDITION! 
(006608kk)
• Auditing Recipients o f Federal Awards: Practical Guidance 
for Applying OMB Circular A-133 Audits o f States, Local 
Governments, and Non-Profit Organizations, June 1997  
revisions— NEW  UPDATED EDITION!
• Considering Fraud in a Financial Statement Audit: Practical 
Guidance for Applying SAS No. 82 (008883kk)
• Auditing Estimates and Other Soft Accounting Information 
(010010kk)
• Make Audits Pay—Leveraging the Audit into Consulting Ser­
vices (006704kk)
• CPA ElderCare: A Practitioner’s Resource Guide— NEW  
UPDATED EDITION! (022504kk)
Other Accounting and Auditing Team Publications
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• Audits o f Futures Commission Merchants, Introducing Bro­
kers, and Commodity Pools (006600kk)
• Financial Statement Presentation and Disclosure Practices for 
Not-for-Profit Organizations (006605kk)
• NEW  PRACTICE AID! CPA WebTrust Practitioners Guide 
(006604kk)
• NEW  PRACTICE AID! CPA Performance View Services 
(00606kk)
• NEW  PRACTICE AID! Auditing Multiemployer Plans 
(006603kk)
Also look for Understanding and Implementing GASB's New Fi­
nancial Reporting Model—A Question and Answer Guide for Pre­
parers and Auditors o f State and Local Governmental Financial 
Statements (022515kk).
Assurance Services Alerts. The newly introduced Assurance Ser­
vices Alert series provides practitioners with information about 
the emerging practice areas of CPA ElderCare Services, Web- 
TrustSM, and CPA SysTrustSM. These Alerts provide both an intro­
duction to those who are unfamiliar with assurance services and 
an update of important new developments for those who have ex­
panded their practice to include these assurance services. The 
2000 Assurance Services Alerts are available from the AICPA for 
the following services:
• Web TrustSM—2000 (022249kk)
• CPA ElderCare Services—2000 (022248kk)
• CPA SysTrustSM—2000 (022253kk)
Financial Statement Preparation Manual/Disclosure Checklists 
(G01027kk). This manual is a loose-leaf service consisting of 
nineteen industry-specific disclosure checklists and includes sam­
ple financial statements. It is updated annually to reflect the is­
suance of new authoritative guidance. Most of the checklists are 
also available in individual paperback versions.
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Accounting Trends and Techniques—2000  (009892kk). This pub­
lication offers highlights of the latest trends in corporate financial 
statements, and are presented for practitioners in industry and 
public practice. The publication, which is based on a survey of 
over 600 public companies, illustrates accounting practices and 
trends, including presentations and disclosures.
Auditing Practice Releases
Auditing Practice Releases provide auditors of financial state­
ments with practical guidance on specific subject areas. These 
nonauthoritative publications help auditors understand com­
plex issues encountered and suggest procedures to accomplish 
audit objectives.
• Audit Implications o f Electronic Data Interchange (021060kk)
• The Information Technology Age: Evidential Matter in the 
Electronic Environment (021068kk)
• Confirmation o f Accounts Receivable (021064kk)
• Audit Implications o f Electronic Document Management 
(021066kk)
• Service Organizations: Applying SAS No. 70 (021056kk)
• Analytical Procedures (021069kk)
• Auditing in Common Computer Environments (021059kk)
• Auditing with Computers (021057kk)
• Consideration o f the Internal Control Structure in a Com­
puter Environment: A Case Study (021055kk)
• Audits o f Inventories (021045kk)
• Audit Sampling (021061kk)
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AICPA—At Your Service
How can I order AICPA products? What other AICPA services may be of 
interest to me?
Order Department (Member Satisfaction)
To order AICPA products, call (888) 777-7077; write AICPA 
Order Department, CLA10, P.O. Box 2209, Jersey City, NJ 
07303-2209; fax (800) 362-5066. For best results, call Monday 
through Friday between 8:30 A.M. and 7:30 P.M. EST. You can 
obtain product information and place online orders at the 
AICPA’s Web site, www.aicpa.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application of the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
Web Site
The AICPA has a home page on the Web. AICPA Online 
(www.aicpa.org), offers CPAs the unique opportunity to stay 
abreast of developments in accounting and auditing, including 
exposure drafts. The Web site includes In Our Opinion, the 
newsletter of the AICPA Audit and Attest Standards Team. The 
newsletter provides valuable and timely information on techni­
cal activities and developments in auditing and attestation stan­
dard setting.
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New! Online CPE Offer!
The AICPA has launched a new online learning tool, AICPA In­
foBytes. An annual fee ($95 for members and $295 for nonmem­
bers) will offer unlimited access to over 1,000 hours of online 
CPE in one- and two- hour segments. Register today as our guest 
at infobytes.aicpaservices.org.
This Audit Risk Alert replaces Audit Risk Alert— 1999/2000.
The AICPA is currently offering a CD-ROM product, entitled 
reSource: AICPA’s Accounting and Auditing Literature. This CD- 
ROM enables subscription access to the following AICPA Profes­
sional Literature products in a Windows format: Professional 
Standards, Technical Practice Aids, and A udit and Accounting 
Guides (available for purchase as a set that includes all Guides and 
the related Audit Risk Alerts, or as individual publications). This 
dynamic product allows you to purchase the specific titles you 
need and includes hypertext links to references within and be­
tween all products. To order any publications included on the 
CD-ROM, call (888) 777-7077.
CPE CD-ROM The Practitioner’s Update (Product No. 738110kk). 
Keep on top of the latest standards with this interactive, computer- 
based auditing and accounting update course. Issued twice a year, 
this cutting-edge course focuses primarily on new pronouncements 
that will become effective during the upcoming audit cycle.
Practitioners Publishing Company (PPC) and the AICPA are cur­
rently offering publications issued by PPC, the AICPA, and the 
FASB on one CD-ROM disk, entitled The Practitioners Library— 
Accounting and Auditing. The FASB publications include Original 
Pronouncements, Current Text, EITF Abstracts, and FASB Implemen­
tation Guides; and the AICPA publications include Professional 
Standards, Technical Practice Aids, Audit and Accounting Guides, and 
Peer Review Program Manual. The disk also contains eighteen PPC 
engagement manuals. The disk may be customized so that pur­
chasers pay for and receive only selected segments of the material. 
For more information about this product call (800) 323-8724.
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AICPA Independence Publications
• CPE—Independence, an interactive CD-ROM  (Product 
No. 739035kk)
• AICPA Plain English Guide to Independence (downloadable 
free of charge from the AICPA’s Professional Ethics home 
page at www.aicpa.org/members/div/ethics/plaineng.htm.)
• Professional Standards, ET section (Product No. 005100kk)
The Audit Risk Alert is published annually. As you encounter 
audit issues that you believe warrant discussion in next year’s 
Audit Risk Alert, please feel free to share those with us. Any 
other comments that you have about the Audit Risk Alert would 
also be greatly appreciated. You may e-mail these comments to 
gdietz@aicpa.org or write to:
George Dietz, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A
The Internet—An Auditor’s Research Tool
Here are some Web sites that you may find useful to your practice:
Name o f  Site Content Internet Address
American Institute Summaries of recent auditing www.aicpa.org
of CPAs and other professional standards 
as well as other AICPA activities
Financial Summaries of recent accounting www.fasb.org
Accounting pronouncements and other FASB
Standards Board activities
Governmental Summaries of recent accounting www.gasb.org
Accounting pronouncements and other GASB
Standards Board activities
Securities and SEC Digest and Statements, www.sec.gov
Exchange EDGAR database, current SEC
Commission rulemaking
Independence Information on the activities of www.cpaindependence.
Standards the Independence Standards Board org
Board
FASAB Federal Accounting Standards www.financenet.gov/
Board fasab.htm
U.S. Federal A list of all federal agencies on www.lib.lsu.edu/gov/
Government the Internet fedgov.html
Agencies
Directory
The Electronic World Wide Web magazine that www.electronic
Accountant features up-to-the-minute news 
for accountants
accountant.com
CPAnet Online community and resource 
center
www.cpalinks.com/
Guide to WWW Basic instructions on how to use www.tetranet.net/
for Research and the Web as an auditing research tool users/gaostl/guide.htm
Auditing
Accountant’s Resources for accountants and www.computercpa.com/
Home Page financial and business professionals
(continued)
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Name of Site Content Internet Address
U.S. Tax Code A complete text of the U.S. www.fourmilab.ch/
Online Tax Code ustax/ ustax.html
Federal Reserve Key interest rates www.ny.frb.org/
Bank of pihome/statistics/
New York dlyrates
FirstGov Portal through which all govern­
ment agencies can be accessed
www.firstgov.gov
Economy.com Source for analysis, data, forecasts, 
and information on the U.S. and 
world economies
www.economy.com
International Information on standards setting http: / / www.ifac.org.
Federation of activities in the international
Accountants arena
Hoovers Online Online information on various 
companies and industries
www.hoovers.com
Ask Jeeves Search engine that utilizes a user- 
friendly question format and 
provides simultaneous search 
results from other search engines 
as well (for example, Excite, Yahoo, 
and AltaVista)
www.askjeeves.com
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APPENDIX B
Independence— Test Your Knowledge!
Here are the answers to the independence quiz presented earlier 
in the Alert. Following the answers you’ll find a list of AICPA re­
sources to help you improve your understanding of independence 
standards.
Q 1. SAS No. 1, Codification o f Auditing Standards and Proce­
dures (AICPA, Professional Standards, AU secs. 150, 
“Generally Accepted Auditing Standards,” and 220, “In­
dependence”) provides that “in all matters relating to the 
assignment, an independence in mental attitude is to be 
maintained by the auditor or auditors.” Therefore, as 
long as you maintain a mental attitude of independence, 
you are considered to be independent.
A1. False. Although the citation from the second general stan­
dard is indeed correct, there’s more to independence than 
just your mental attitude. There are very specific rules that 
you must adhere to regarding such matters as financial 
and business interests, family relationships, other services 
provided, and more. The AICPA’s rules can be found in 
the Code of Professional Conduct, Professional Standards, 
volume 2.
Q2. Because independence is considered to be the bedrock 
philosophy of the profession, it is required for all profes­
sional services offered by CPAs.
A2. False. While engagements conducted under auditing, attes­
tation, or review standards do require independence, others 
such as consulting or tax engagements do not. Note that al­
though compilation standards do not require indepen­
dence, reference to a lack of independence must be made in 
your compilation report. This matter is outlined in State­
ment on Standards for Accounting and Review Services 
(SSARS) No. 1, Compilation and Review o f Financial State­
ments (AICPA, Professional Standards, AR sec. 100.22).
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Q3. In all circumstances, when making an assessment of a 
firm’s independence, consideration need only be given to 
standards promulgated by the AICPA.
A3. False. In certain circumstances consideration must also be 
given to independence standards established by others, 
such as state CPA societies, state accountancy boards, or 
governmental regulatory agencies. For example, an audi­
tor of a publicly held entity would need to consider not 
only AICPA standards, but those set by the Independence 
Standards Board (ISB) and the SEC.
Q4. Fact Pattern—A CPA firm has been requested to perform 
an audit for a new client. The firm’s audit partner owns 
shares of the client. However, because the investment is 
clearly immaterial to the partner’s net worth, the firm 
would be considered independent.
A4. False. The firm would not be independent. The partner’s 
direct interest in the client, regardless of whether that in­
terest is immaterial or not, impairs the firm’s indepen­
dence. Refer to item A .1 of Ethics Interpretation 101-1, 
“Interpretation of Rule 101” of ET section 101 (AICPA, 
Professional Standards, ET sec. 101.02).
Q5. Fact Pattern— Same scenario as question 4, but now the im­
material direct interest is held not by the firm’s audit partner, 
but by the firm’s tax partner. In addition, the tax partner will 
have no involvement in the engagement. Given these facts, 
the firm’s independence is considered to be impaired.
A5. True. As noted in answer 4 above, the direct interest, even 
though it’s immaterial, impairs independence. The fact 
that the interest is held by a partner not participating in 
the engagement does not cure the impairment. All firm 
partners are subject to AICPA independence standards. 
Refer to item A.1 of Ethics Interpretation 101-1 and In­
terpretation No. 101-9, “The Meaning of Certain Inde­
pendence Terminology and the Effect of Family 
Relationships on Independence,” of ET section 101 
(AICPA, Professional Standards, ET sec. 101.11).
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Q6. W hen assessing a firm’s independence, consideration 
need only be given to the firm’s partners and engagement 
personnel.
A6. False. AICPA rules cast a broader net that includes more 
than just firm partners and engagement personnel. For ex­
ample, a manager, not involved in the engagement but lo­
cated in an office participating in a significant portion of 
the engagement, must also be considered when assessing a 
firm’s independence. In addition, consideration must be 
given to members of your immediate family (your spouse, 
including spousal equivalents, for example, a cohabitant 
and dependent persons) and, in certain situations, nonde­
pendent close relatives. Refer to Ethics Interpretation No. 
101-9. Note that the AICPA, the SEC, and the ISB are 
currently re-evaluating family relationships and how they 
affect independence.
Q7. AIPCA independence standards make frequent use of the 
term member. As such, only members of the AICPA are 
bound by these independence standards.
A7. False. The independence standards promulgated by the 
AICPA have been adopted by many other organizations 
and regulatory bodies. Accordingly, you may still be 
bound to follow these standards regardless of your mem­
bership status. Also keep in mind that member is a term 
specifically defined by the AICPA independence stan­
dards. Refer to question and answer number 6.
Q8. Independence may be impaired if bookkeeping services 
are provided to an audit client.
A8. True. Unless certain criteria are met, AICPA rules provide 
that independence may be impaired when bookkeeping 
services are provided to an audit client. See Interpretation 
101-3, “Performance of Other Services,” of ET section 
101 (AICPA, Professional Standards, vol. 2, ET sec. 
101.05), which provides guidance in this regard. Note that 
there are no exceptions to the SEC’s version of this rule.
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Any involvement in the preparation or maintenance of an 
SEC audit client's books or records impairs independence.
Q9. Fact Pattern—A firm partner has a loan with an officer of 
a potential audit client. The loan is not one that is specifi­
cally permitted by independence Interpretation No. 101-
5, “Loans From Financial Institution Clients and Related 
Terminology,” of ET section 101, (AICPA, Professional 
Standards, vol. 2, ET sec. 101.07). Accordingly, indepen­
dence is impaired regarding this entity. However, if the 
partner pays off the loan before the engagement, indepen­
dence will not be considered to be impaired.
A9. True. Interpretation No. 101-1 provides, among other 
things, that independence shall be considered impaired if, 
during the period of the professional engagement or at the 
time of expressing an opinion, a member (or a member's 
firm) holds such a loan. In this fact pattern the partner 
does not hold the loan during the period specified by the 
Interpretation. Therefore, independence is not impaired.
Q10.Fact Pattern— On July 1, 2000, XYZ Company engages 
you to perform its audit for the twelve months ended De­
cember 31, 1999. In March 1999, you prepared the com­
pany’s 1998 corporate tax return for which you have still 
not been paid. As a result, your independence is impaired.
A10. True. If, when the auditor’s report on the client’s current 
year is issued, fees remain unpaid for any professional ser­
vice provided more than one year prior to the date of the 
report, independence would be considered to be impaired. 
Refer to Ethics Ruling No. 52, Unpaid Fees (AICPA, Pro­
fessional Standards, ET sec. 191.103).
Help Desk—Assessing independence can be a complex 
and time-consuming undertaking. The AICPA can offer 
assistance. Call (888) 777-7077, menu option 3 followed 
by menu option 2, to speak to a member of our Profes­
sional Ethics team about your questions relating to AICPA 
independence standards. You may also submit your ques­
tion in an e-mail to ethics@aicpa.org. For further assistance
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with independence questions go to www.aicpa.org/members/ 
div/ethics/otherguid.htm. And, look to these AICPA inde­
pendence publications as well: CPE—Independence, an in­
teractive CD-ROM (Product No. 739035kk), AICPA 
Plain English Guide to Independence (downloadable free 
of charge from the AICPA's Professional Ethics home page 
at www.aicpa.org/members/div/ethics/plaineng.htm), and 
Professional Standards, ET section (Product No. 005100kk).
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